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Accounting  for  Electric  Alloy 
and  Tool  Steel 

By  G.  HARVEY  PORTER 

The  use  of  electric  furnaces  for  the  manufacture  of  high- 
grade  alloy  and  tool  steels  has  increased  very  rapidly  during  the 
last  ten  years.  This  is  evidenced  by  the  fact  that  at  January  1, 
1921,  there  were  356  electric  furnaces  in  the  United  States  alone, 
as  compared  with  19  furnaces  at  July  1,  1913.  Prior  to  the  latter 
date  crucible  furnaces  were  used  almost  exclusively.  The  electric 
furnace  is  specially  adapted  to  the  manufacture  of  high-grade 
steels  on  account  of  the  control  that  can  be  exercised  over  it 
during  the  refining  of  the  metal. 

Two  factors  tend  to  reduce  the  cost  of  electric  steel  as  com- 
pared with  crucible.  In  the  first  place,  the  same  standard  of 
finished  steel  can  be  obtained  with  the  use  of  lower  grades  of 
raw  material.  Secondly,  greater  production  can  be  obtained  from 
the  same  capital  investment  and  operating  expenditure. 

The  operation  in  brief  embraces  the  charging  of  scrap  steel 
into  the  furnaces,  melting  down  with  electric  current,  adding  the 
necessary  alloys,  refining  and  pouring  into  moulds.  Upon  cooling 
sufficiently  the  moulds  are  stripped  from  the  steel  and  it  is  then 
in  ingot  form.  The  size  of  these  ingots  depends  upon  the  form 
in  which  the  steel  is  to  be  sold. 

The  ingots  are  reheated  and  rolled  into  billets.  After  cool- 
ing, they  are  pickled  (immersed  in  an  acid  bath)  and  surface 
defects  are  then  removed  by  grinding  or  chipping  with  pneu- 
matic hammers.  This  produces  a  clean  billet,  which  is  ready  to 
be  either  rolled  or  forged,  usually  to  final  size.  Some  orders 
require  additional  operations,  such  as  rough-turning,  cold-draw- 
ing or  cold-rolling.  It  is  also  necessary  to  anneal  and  straighten 
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some  grades  of  steel,  depending  upon  the  purpose  for  which  it 
is  to  be  used. 

The  product  is  largely  consumed  by  the  automotive  indus- 
tries for  parts  requiring  great  strength  and  toughness,  also  for 
high-grade  cutlery,  forging  dies,  drilling  tools,  taps,  reamers,  etc. 

CONTROL  ACCOUNTS 

The  balance-sheet  and  income  and  profit-and-loss  statement 
do  not  differ  materially  from  those  of  any  other  manufacturing 
concern.  All  inventories  should  have  their  controlling  accounts 
and  the  entire  cost  system  should  be  controlled  by  the  general 
books. 

Because  of  the  variation  in  analysis  and  quantity  of  steel  on 
individual  customers'  orders,  except  standard  grades  of  tool  steel, 
it  has  been  found  advantageous  to  use  a  production-order  cost 
system. 

The  tabulation  below  shows  the  control  accounts  and  the 
nature  of  the  detail  supporting  records. 

Control  account  Detail  accounts 

Finished  stock  Classified  by  size  and  shape  groups  and 

sub-classified  by  grades  within  each  group. 

Material  in  process          Order  cost  ledger,  by  individual  orders. 

Raw  materials  Raw  material  ledger,  by  individual  stock 

accounts. 

Supplies  Supplies  ledger,  by  individual  stock  ac- 

counts. 

Small  stores  Small  stores  ledger,  by  individual  stock 

accounts. 

Finished  stock  is  also  known  as  warehouse  account  and  em- 
braces all  steels  which  are  of  standard  analyses  and  sizes,  carried 
in  stock  for  immediate  shipment.  This  material  is  produced  on 
special  stock  orders.  Cost  is  accumulated  on  these  orders  the 
same  as  on  customers'  orders,  and  upon  completion  the  material 
is  transferred  from  material  in  process  to  finished  stock  at  the 
manufacturing  cost  so  obtained. 

Raw  materials  embrace  all  classes  of  scrap,  other  metals  and 
alloys  which  are  used  in  the  electric  furnaces  to  produce  ingots, 
as  well  as  materials  known  as  fluxes  and  recarburizers  used  dur- 
ing the  refining  of  the  molten  steel. 

The  supplies  account  controls  the  value  of  all  repair  and  other 
materials  consumed  in  the  different  operations  which  do  not  form 
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any  part  of  the  finished  product.  They  include  electrodes  for  the 
electric  furnaces,  coal  for  heating  furnaces  in  mills  and  forge 
shop,  fuel  oil  for  annealing  furnaces,  brick  for  relining  furnaces 
and  ladles  and  other  similar  supplies. 

The  materials  included  in  the  small  stores  account  are  smaller 
repair  parts,  bolts,  nuts  and  laboratory  and  other  supplies  which 
perform  the  same  function  as  supplies  above  mentioned,  but  are 
usually  kept  in  a  storehouse  or  section  separate  from  the  bulk 
materials. 

The  proper  accounting  for  material  in  process,  segregated  at 
all  times  by  individual  production  orders  and  detailed  within 
these  orders  by  sizes  and  degree  of  completion,  yet  always  agree- 
ing in  the  aggregate  with  the  general  ledger  control,  is  by  far 
the  most  difficult  and  yet  most  important  accounting  problem  met 
in  this  industry.  The  information  so  obtained  not  only  provides 
correct  costs  on  individual  customers'  orders  but  furnishes  the 
necessary  data  for  the  intelligent  control  of  every  phase  of 
operation  within  the  plant. 

A  classification  of  manufacturing  accounts  is  used,  and  all 
labor,  material,  supplies  and  other  charges  to  manufacture  are 
made  directly  to  these  accounts,  sometimes  being  charged  to 
individual  orders  in  addition  when  directly  applicable  and  at 
other  times  being  prorated  to  orders  on  the  bases  later  described. 

The  manufacturing  accounts  are  divided  as  follows : 

A  ccount  Numbers  Department  and  accounts 

Operating  departments 

100  to    199  Electric-furnace  department 

200  "    299  Rolling  mill  No.  1 

300  "    399  Rolling  mill  No.  2 

400  "    499  Rolling  mill  No.  3 

500  "    599  Pickling  department 

600  "    699  Chipping  and  grinding  department 

700  "    799  Forging  department 

800  "    899  Rough-turning  department 

900  "    999  Cold-drawing  department 

1000  "  1099  Cold-rolling  department 

1100  "  1199  Annealing  department 

1200  "  1299  Straightening  department 

1300  "  1799  (Reserved  for  future  departments) 

1800  "  1899  Inspection  department 

1900  "  1999  Shipping  department 
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Account  Numbers  Department  and  accounts 

Auxiliary  departments 

2000  "  2099  Electrical   department    (maintenance) 

2100  "  2199  Mechanical  department  (  ) 

2200  "  2299  Chemical  laboratory 

2300  "  2399  Physical  laboratory 

Expense  accounts 

3000  "  3099  Locomotive  cranes 

3100  "  3199  Overhead  cranes   (outside  of  departments) 

3200  "  3299  Transportation  system 

3300  "  3399  Gas 

3400  "  3499  Water 

3500  "  3599  Electric  light  and  power 

3600  "  3699  Compressed  air 

3700  "  3799  General  plant  overhead 

\Yithin  the  divisions  above,  the  accounts  are  subdivided  into 
the  following  groups : 

Accounts  Group 

1  to    9  Material   (electric- furnace  department  only) 

10  "  29  Producing  labor 

30  "  39  Power  and  fuel 

40  "  69  Operating  expense 

70  "  89  Repairs  and  renewals 

90  "  99  Depreciation 

The  groups  applicable  to  each  department  and  expense  ac- 
count are  used  throughout.  All  accounts  that  are  common  to 
several  or  to  all  of  the  above  departments  are  given  the  same 
number,  with  the  exception  of  the  prefix-  number,  which  is  the 
symbol  of  the  individual  department  or  expense  account.  Group 
subdivisions  within  departments  facilitate  analysis  and  compari- 
son with  other  periods. 

After  all  manufacturing  charges  for  the  month  have  been 
made  to  these  classified  accounts,  the  auxiliary  departments  and 
expense  accounts  are  closed  into  the  operating  department  ac- 
counts on  the  proper  basis  and  in  a  predetermined  sequence,  in 
order  that  no  charges  shall  overlap  and  that  the  auxiliary  depart- 
ments shall  bear  their  proper  proportion  of  the  expense  accounts. 

The  charges  concentrated  in  the  operating  department  ac- 
counts are  then  distributed  to  the  orders  in  manufacture  in  the 
following  manner: 
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ELECTRIC-FURNACE  DEPARTMENT 

The  unit  of  quantity  in  which  steel  is  made  is  known  as  a 
heat,  and  each  heat  is  melted  on  a  separate  customer's  order,  or 
on  a  plant  order  in  the  case  of  materials  made  for  stock.  The 
heat  is  then  the  basis  for  distribution  of  all  charges  in  the  electric- 
furnace  department  and  these  charges  are  applied  on  one  of  the 
four  following  bases: 

a.  Actual  material  used  in  heat. 

b.  Proportion  of  tonnage  of  heat  to  total  tonnage  produced. 

c.  Proportion  of  time  (tap  to  tap)  consumed  in  making  heat 

to  total  time  of  operation. 

d.  Proportion  of  current  consumed  in  making  heat  to  total 

current  (meter  readings). 

The  electric- furnace  department  classification,  account  num- 
bers and  basis  of  distribution  are  as  follows : 

Account  Basis  of 

number  Group  and  name  of  account  distribution 

Material  group 

101  Metal  base  (scrap)  A 

102  Metallic  additions  A 

103  Alloys  A 

104  Flux  A 

105  Recarburizers  A 

106  Unloading  raw  materials  B 

Producing  labor  group 

111  Charging  labor  B 

112  Melting  labor  C 

113  Mould  labor  B 

114  Ladle  labor  B 

115  Crane  labor  B 

116  Ingot-handling  labor  B 

117  General  labor  B 

118  Delays  B 

119  Administration  C 

Power  and  fuel  group 

131  Electric  current  D 

132  Electrodes  and  plugs  C 
135  Gas  for  heating  ladles  C 
137  Fuel  for  stoves  C 
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Account  Basis  of 

number               Group  and  namt  of  account  distribution 
Operating  expense  group 

141  Royalty  on  furnaces  B 

142  Melting  expense  B 

143  Mould  expense  B 

144  Sinkhead  expense  B 

145  Ladle  expense  B 

146  Crane  expense  B 

147  Lights  B 

148  Loss  on  steel  scrapped  B 

149  Chemical  laboratory  expense  (proportion)     B 

150  Physical  laboratory  expense  (  )     B 

151  Water  expense  (  )     B 

152  General  plant  overhead  (  )     B 

Repairs  and  renewals  group 

171  Furnace  bottom  repairs  B 

172  Furnace  lining  repairs  B 

173  Furnace  electrical  repairs  B 

174  Furnace  mechanical  repairs  B 

175  Mould  repairs  B 

176  Ladle  repairs  B 

177  Crane  repairs  B 

178  Other  equipment  repairs  B 

179  Building  repairs  C 

180  Unloading  furnace  repair  materials  B 

Depreciation  group 

191  Furnace  depreciation  B 

195  Mould  depreciation  B 

196  Ladle  depreciation  B 

197  Crane  depreciation  B 

198  Other  equipment  depreciation  B 

199  Building  depreciation  C 

Account  106 — Unloading  raw  material.  The  cost  of  unload- 
ing all  raw  materials  received  at  the  plant  is  charged  directly  to 
operating  cost,  instead  of  to  the  raw  material  stock  accounts. 
This  simplifies  the  accounting  and  furnishes  sufficiently  accurate 
results. 

Account  118 — Delays.  All  idle  time  caused  by  breakdowns 
or  other  delay  is  charged  to  this  account.  This  is  quite  a  factor 
in  some  departments  if  not  closely  watched. 

Account  119 — Administration.  This  covers  the  time  of  the 
superintendent  and  assistant  superintendent  or  general  foreman 
of  the  department. 
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Account  148— Loss  on  steel  scrapped.  To  this  account  is 
charged  the  loss  on  all  steel  scrapped  in  inspection  or  returned  by 
customers  when  the  defect  is  attributable  to  this  department. 

Account  149 — Chemical  laboratory  expense. 

Account  150 — Physical  laboratory  expense. 

Account  151 — Water  expense. 

Account  152 — General  plant  overhead.  This  represents  the 
proportion  of  the  charges  of  the  auxiliary  departments  and 
expense  accounts  named  applicable  to  the  electric-furnace  de- 
partment. 

The  scrap  resulting  from  ingot  butts  (short  ingots  made  when 
pouring  the  last  part  of  a  heat)  is  returned  to  the  scrap  piles  to 
be  remelted ;  the  market  value  of  this  material  as  scrap  is  credited 
to  the  individual  heats  and  orders;  and  the  total  is  used  as  a 
reduction  of  the  gross  cost  of  the  department's  operation. 

Rolling  mills  No.  1,  No.  2,  and  No.3.  These  are  all  controlled 
by  one  department  and  are  usually  designated  by  the  size  of  the 
mills— for  instance,  20"  mill,  12"  mill,  9"  mill,  etc.— instead  of 
by  numbers;  but  a  separate  series  of  classification  numbers  is 
used  in  order  to  collect  the  cost  of  operation  of  each  and  the 
correct  cost  on  orders. 

The  order  is  the  basis  for  distribution  of  all  charges  in  this 
department  and  these  charges  are  applied  on  one  of  the  two 
following  bases: 

e.  Proportion   of  tonnage  rolled   on   order  to  total  tonnage 

rolled; 

f.  Proportion  of  time  of  mill  on  order  to  total  time  of 

operation. 

The  rolling  mill  No.  1  classification,  account  numbers  and 
basis  of  distribution  are  as  follows : 

Account  Basis  of 

number              Group  and  name  of  account  distribution 
Producing  labor  group 

211  Charging  labor  E 

212  Heating  labor  F 

213  Mill  labor  F 

215  Saw,  shear  and  hot  bed  F 

216  Handling  labor  E 

217  General  labor  E 

218  Delays  E 

219  Administration  F 
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Account  Basis  of 

number  Group  and  name  of  account  distribution 
Power  and  fuel  group 

231  Electric  current— mill  F 

232  Electric  current — saw,  shear,  hot  bed, 

crane,  tables,  etc.  F 

236  Fuel  for  furnaces  F 

237  Fuel  for  stoves  F 
Operating  expense  group 

241  Rolling  expense  E 

242  Lubricants  E 

243  Lights  E 

248  Loss  on  steel  scrapped  E 

249  Chemical  laboratory  expense  (proportion)     E 

250  Physical  laboratory  expense  (  )     E 

251  Water  expense  (  )     E 

252  General  plant  overhead  (  "        )     E 
Repairs  and  renewals  group 

271  Furnace  repairs  E 

272  Mill  repairs  E 

274  Saw,  shear,  hot  bed,  crane,  table  repairs      E 

275  Electrical  machinery  repairs  E 

276  Roll  turning  expense  E 

278  Other  equipment  repairs  E 

279  Building  repairs  F 

280  Unloading  furnace  repair  material  E 
Depreciation  group 

291  Furnace  depreciation  E 

292  Mill  depreciation  E 

294  Saw,  shear,  hot  bed,  crane,  table  depreciation  E 

295  Electrical  machinery  depreciation  E 

298  Other  equipment  depreciation  E 

299  Building  depreciation  F 

There  is  no  origin  of  direct  material  in  this  or  any  other 
department  except  the  electric-furnace  department.  All  other 
departments  perform  additional  operations  on  the  material  orig- 
inally produced. 

The  classification  and  distribution  to  orders  in  rolling  mills 
No.  2  and  No.  3  are  practically  identical  to  the  above  with  the 
exception  of  the  department  prefix  numbers. 

The  scrap  resulting  from  crop  ends  (steel  cut  from  ends  after 
rolling)  is  returned  to  the  scrap  piles  to  be  remelted,  the  market 
value  of  this  material  as  scrap  is  credited  to  the  individual  orders 
and  the  total  is  used  as  a  reduction  of  the  gross  cost  of  rolling- 
mill  operation. 
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Pickling  department,  Annealing  department. — The  operations 
in  these  two  departments  are  in  the  nature  of  processes.  Several 
orders  are  processed  at  one  time  and  a  cost  per  ton,  based  on  the 
total  tonnage  handled  during  the  month,  is  applied  to  the  indi- 
vidual orders. 

Chipping  and  grinding  department,  Inspection  department. — 
The  time  of  chippers,  grinders  and  inspectors  is  charged  directly 
to  the  orders  on  which  they  are  working,  in  addition  to  the  proper 
account  number  in  the  respective  departments.  The  balance  of 
expense  in  the  department  is  distributed  to  the  orders  in  propor- 
tion to  the  direct  labor  so  charged. 

Forging  department,  Rough-turning  department,  Cold-draw- 
ing department,  Cold-rolling  department,  Straightening  depart- 
ment.— In  all  of  these  departments  the  operations  are  performed 
on  equipment  or  machines  of  a  special  type.  Charges  are  centered 
around  these  units  and  are  distributed  to  orders  on  the  basis  of 
time  spent  on  order  to  total  time  of  operation. 

Shipping  department. — The  expense  of  shipments  is  most 
readily  distributed  to  orders  on  a  basis  of  tonnage  shipped. 

General. — The  monthly  operating  costs  are  posted  to  the 
material-in-process  ledger,  which  is  made  up  of  individual  order 
cost  sheets  specially  designed  to  facilitate  the  costing  of  shipments. 

As  soon  as  costs  have  been  applied  to  the  material  shipped  on 
orders  during  the  month  the  general  ledger  is  closed  and  monthly 
statements  are  prepared. 

INTERNAL  CHECK 

Usual  forms  of  internal  check  are  observed  for  payrolls  and 
other  accounting  records,  but  most  stress  is  laid  on  the  accuracy 
of  material  in  process  and  stock  accounts  as  reflected  among  the 
assets. 

It  is  standard  practice  to  manufacture  a  slightly  greater  quan- 
tity of  steel  than  required  on  an  order  to  provide  for  rejections  in 
the  inspection  department ;  and,  when  the  run  of  material  is  good, 
this  excess,  up  to  ten  per  cent.,  is  usually  accepted  by  the  cus- 
tomer. In  order  that  no  surplus  material  on  orders  which  have 
been  completed,  no  obsolete  nor  inactive  material  in  finished  stock, 
raw  materials,  supplies,  and  small  stores  may  accumulate,  a  vigi- 
lant watch  must  be  kept  and  a  positive  form  of  internal  check 
adopted. 
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Material  in  process. — Space  is  provided  on  the  daily  report  of 
shipments,  made  by  the  plant  to  the  accounting  and  cost  depart- 
ments, to  show  whether  the  shipment  covers  the  total  order,  part 
of  the  order  or  the  final  lot  of  material.  If  the  shipment  covers 
the  whole  order  or  the  final  lot  of  material  due,  it  must  be  accom- 
panied by  another  form  showing  the  disposition  of  any  balance 
of  material  left  on  the  order,  and  it  must  have  attached  the  neces- 
sary transfers  to  scrap  and  to  stock.  If  the  information  is  not 
immediately  available,  the  original  copy  of  the  report  of  ship- 
ments is  forwarded  to  the  accounting  department  for  billing  pur- 
poses, and  the  cost  department  copy  with  the  information  re- 
quired follows.  However,  all  delayed  reports  must  be  in  on  the 
last  day  of  the  current  month. 

\Yhen  the  shipments  are  costed,  all  completed  orders  are  closed 
out  and  no  balances  are  carried  into  the  next  month.  In  addition 
to  the  above  precaution  one  or  more  men  regularly  follow  up 
orders  in  process  of  manufacture,  and  it  is  their  duty  to  prevent 
the  accumulation  of  inactive  material  on  those  orders  which  call 
for  shipment  over  a  period  of  several  months  or  longer. 

Finished  stock  (warehouse  account). — The  detail  records  of 
this  stock  are  on  cards,  indexed  by  grade  of  steel,  each  card  cov- 
ering the  material  still  on  hand  from  one  heat  of  steel.  It  is 
remembered  that  all  steel  is  melted  by  heats  and  these  heats  are 
numbered  consecutively.  The  identity  of  the  original  heat  is 
maintained  on  all  material  to  its  final  shipment. 

Upon  the  receipt  of  a  new  order  by  the  plant  these  stock 
records  are  examined  for  material  of  a  size  and  analysis  appli- 
cable. Material  conforming  to  specifications  is  immediately 
withdrawn  and  applied  to  the  order.  This  location  of  physical 
material  from  the  card  records  is  one  form  of  internal  check. 

One  of  the  duties  of  the  stock  clerk  is  the  preparation  of  a 
weekly  report  covering  the  actual  balance  on  hand  of  certain 
grades  of  material.  A  schedule  of  the  grades  to  be  inventoried 
is  supplied  by  the  plant  office,  so  arranged  as  to  cover  the  entire 
stock,  about  twice  a  year,  or  more  often  if  desirable.  This  report 
is  compared  with  the  card  records  and  necessary  adjustments  are 
made.  No  values  are  carried  on  the  card  records  at  the  plant 
office.  A  ledger  of  weights  and  values  classified  by  size  groups 
and  grades  is  kept  in  the  accounting  department.  A  monthly 
report  is  made  by  the  plant  office  covering  the  weight  on  hand  of 
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each  classification  and  necessary  adjustments  are  made  to  the 
control  records.  Unimportant  differences  are  disregarded. 

Raw  materials,  Supplies,  Small  stores. — Weekly  reports  cov- 
ering physical  inventories  of  certain  stocks,  in  accordance  with  a 
given  schedule,  are  furnished  in  the  same  manner  as  described 
under  finished  stock  above,  except  that  no  plant  stock  records 
are  kept  and  the  reports  are  checked  directly  against  the  detail 
ledgers  in  the  accounting  department. 

General. — The  necessity  for  annual  or  semi-annual  physical 
inventories,  always  taken  in  a  hurry  and  for  this  reason  usually 
inaccurate,  is  eliminated  and  in  their  place  is  substituted  a  more 
sane,  normal  method. 

It  should  be  realized  that  the  accuracy  of  inventory  figures 
as  reflected  in  a  balance-sheet  are  as  important  as  cash  in  bank, 
if  not  more  so,  considering  that  in  this,  as  in  most  industries,  they 
are  far  greater  in  amount.  Being  carried  under  working  and 
current  assets  or  similar  caption,  accuracy  also  demands  that  the 
constituent  parts  of  the  inventory  be  worthy  of  the  title. 

COMPILATION  OF  DATA  FROM  ORIGINAL  SOURCES 
One  of  Harrington  Emerson's  twelve  principles  of  efficiency 
calls  for  reliable,  immediate,  adequate  and  permanent  records.  It 
is  generally  recognized  that  reliable  and  adequate  records  are  es- 
sential if  it  is  worth  while  to  make  records  at  all.  However,  the 
necessity  for  immediate  and  permanent  records,  while  not  so  self- 
evident,  is  equally  important. 

The  problem  confronting  cost  accountants  in  manufacturing 
industries  is  how  to  compile  final  and  complete  data  at  the  end 
of  the  month  before  they  fall  in  a  class  with  ancient  history.  In 
the  plant  under  consideration  a  wide  use  is  made  of  machines  in 
the  compilation  of  information.  With  these  the  original  reports 
are  transferred  to  cards  by  means  of  punched  holes  which  permit 
the  sorting  and  tabulating  machines  electrically  to  classify  and 
aggregate  the  various  items  recorded. 

Labor. — A  dual  card  is  used  for  labor,  both  the  original 
written  record  and  the  punched  record  being  made  on  this  card. 
One  card  is  used  for  each  man  each  day,  the  number,  name  and 
date  being  printed  by  addressing  machine  at  one  end  of  the  card. 
The  cards  are  placed  in  racks  and  used  by  the  men  as  clock  cards. 
Distribution  of  time  to  accounts  and  orders  is  made  by  the  time- 
keepers and  all  the  information  is  then  punched  on  these  cards. 
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When  time  is  distributed  to  more  than  one  account,  additional 
cards  are  punched,  one  for  each  account.  The  accuracy  of  the 
information  so  punched  is  verified  by  comparison  of  adding- 
machine  tapes  with  runs  made  on  the  tabulating  machine. 

At  the  end  of  each  week  the  cards  are  sorted  by  machine, 
accumulating  all  charges  to  each  account  number  or  other  division, 
and  are  run  through  the  tabulating  machine.  The  information 
compiled  from  the  tabulating  machine  forms  the  detailed  labor 
distribution. 

After  this  the  cards  are  sorted  by  man  number  and  run 
through  the  tabulating  machine  to  make  the  weekly  payroll.  From 
this  record,  which  of  course  agrees  in  the  aggregate  with  the 
labor  distribution,  the  men  are  paid. 

The  monthly  labor  distribution  is  assembled  from  the  weekly 
records  with  a  split  week  at  the  beginning  and  end  of  the  month 
when  necessary. 

Material. — A  dual  card  is  also  used  for  material.  For  supplies 
and  small  stores  the  card  is  used  as  a  requisition  by  the  depart- 
ment requiring  material. 

The  account  number  to  which  the  material  is  to  be  charged  is 
shown  and  the  card  is  signed  by  the  foreman  or  person  authorized 
to  draw  material.  When  the  material  is  delivered  the  card  is  so 
stamped  and  sent  to  the  accounting  department  as  a  record  of 
issues. 

The  classification  number,  account  number,  quantity  and  value 
of  the  material  are  punched  on  this  same  card.  At  the  end  of 
each  month  the  cards  are  sorted  by  account  number  and  run 
through  the  tabulating  machine  for  supplies  and  small  stores 
distribution. 

The  cards  can  be  resorted  by  material  classification  numbers 
and  posted  as  issues  on  the  detail  ledgers,  except  when  it  is  de- 
sirable to  do  this  currently. 

All  raw  materials  used  are  recorded  by  heats  on  a  daily  report 
and  from  this  the  classification  number,  account  number,  order 
number  and  quantity  of  material  are  punched  direct  to  the  cards. 
At  the  end  of  the  month  these  are  sorted  by  order  number  under 
each  class  of  material  and  the  quantities  are  tabulated.  Prices  for 
each  class,  based  on  material  on  hand  at  the  beginning- of  the 
month  plus  material  received  subsequently,  are  applied.  This 
forms  the  raw  material  distribution  to  orders. 
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Production. — Daily  production  reports  are  prepared  for  each 
operating  department.  A  card  has  been  designed  on  which  the 
data  for  any  department  can  be  punched.  For  example,  the  detail 
required  on  production  in  the  rolling  mills  embraces  the 

Order  number, 

Size  and  shape  charged, 

Weight  charged, 

Size  and  shape  produced, 

Weight  produced, 

Weight  of  crop  ends, 

Heating  loss  (weight), 

Time  on  rolling  mill. 

At  the  end  of  the  month  the  cards  are  machine-sorted  and 
compilation  is  made  with  the  tabulating  machine  by  orders,  show- 
ing the  weight  charged  of  each  size  and  shape  and  the  resulting 
weights  of  each  size  and  shape  produced,  with  the  crop-end 
scrap  and  heating  losses  and  the  time  on  rolling  mill.  This 
information  is  needed  for  distribution  of  operating  costs  to  orders. 
Sales. — The  card  used  for  sales  shows  the 

Invoice  number, 

Salesman's  number, 

Order  number, 

Classification  number  (representing  size,  group  and  grade 
of  steel), 

Weight  of  shipment, 

Sales  value, 

Manufacturing  cost, 

Selling  and  administrative  overhead. 

It  is  then  possible  to  classify  sales  by  salesmen,  orders  or  class 
of  material,  showing  the  sales  value,  manufacturing  cost,  selling 
and  administrative  overhead  and  the  resulting  profit  or  loss  in 
each  case. 

General. — The  use  of  the  above  method  of  tabulation  speeds 
up  the  balance-sheet  and  other  statements  and  makes  practicable 
the  collection  of  a  mass  of  detail  information  which  would  other- 
wise involve  too  great  an  effort  in  time  and  expense. 
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STATEMENTS  AND  REPORTS 

The  culmination  of  all  cost  and  accounting  effort  takes  form 
in  comprehensive  reports,  which  must  permit  the  closest  analysis 
of  every  phase  of  manufacture  and  sale. 

The  following  described  statements  and  reports  seem  to  be 
those  best  suited  to  the  industry  and  are  readily  available  under 
this  system. 

Monthly  balance-sheet,  monthly  statement  of  income  and 
profit  and  loss. — The  forms  suggested  by  the  federal  reserve 
board  for  balance-sheet  and  profit-and-loss  statements  are  accept- 
able and  furnish  the  necessary  detail.  These  should  be  set  up  in 
comparison  with  the  preceding  month.  It  is  also  interesting  to 
compare  profit  and  loss  with  the  average  for  the  year  to  date. 

Monthly  operating  cost  report. — This  report  embraces  the 
total  charges  incurred  in  each  operating  department,  set  up  in 
accordance  with  the  regular  classification  of  accounts.  Tonnage 
produced,  processed  or  on  which  work  has  been  done  is  shown, 
with  the  cost  per  ton  of  each  item  of  cost  during  the  current 
month,  prior  month  and  average  for  year  to  date. 

The  summary  of  these  department  cost  sheets  will  agree  with 
the  total  charges  to  manufacturing  or  material-in-process  account 
for  the  month. 

Monthly  sales,  detailed. — In  order  to  group  sales  of  the  same 
or  similar  size  and  grade  a  standard  classification  is  used,  and  in 
the  above  report  the  sales  by  individual  shipments  are  detailed  in 
the  order  of  their  classification  numbers,  showing  in  addition  the 
following. 

Customer, 
Order  number, 
Weight, 

Selling  price  per  ton, 
Total  cost  per  ton, 
Profit  or  loss  per  ton, 
Percentage  of  profit  or  loss  to  total  cost. 

Monthly  sales,  by  class  of  material. — Using  the  standard 
classification  mentioned,  all  sales  under  each  class  are  grouped, 
showing  sub-totals  for  the  classes,  comprising  ingot  sales,  billet 
sales,  mill  No.  1,  No.  2  or  No.  3,  bar  sales,  forging  sales,  cold- 
rolling  sales,  cold-drawing  sales,  etc. 
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The  following  information  is  shown. 
Classification  number  and  name, 
Weight, 
Sales  value, 
Manufacturing  cost, 
Total  cost, 
Net  profit  or  loss, 
Percentage  of  net  profit  or  loss  to  total  cost. 

Monthly  sales,  by  salesmen. — This  report  groups  all  sales  by 
salesmen,  showing  the  same  information  as  under  "sales — by  class 
of  material,"  above,  and  agreeing  in  totals  with  this  report  and 
with  the  monthly  income  and  profit-and-loss  statement. 

Monthly  report  of  loss  on  steel  scrapped. — Profit  in  this  in- 
dustry depends  as  much  upon  yield  as  any  other  single  factor.  By 
yield  is  meant  the  percentage  of  steel  originally  melted  for  an 
order  or  for  stock  that  is  shipped.  Yield  is  decreased  by  all  steel 
scrapped  in  process  or  subsequently  returned  by  the  customer  and 
scrapped. 

A  standard  classification  of  causes  for  scrapping  material  is 
used  and  this  report  shows  the  weight  of  steel  scrapped  with  the 
resultant  loss  under  each  class.  The  department  to  which  the 
losses  are  chargeable  is  also  shown.  A  supplementary  sheet  to 
this  report  summarizes  these  reports  for  each  of  the  six  months 
prior,  showing  in  this  manner  the  trend. 

General. — The  cost  department  supplements  the  above  by  more 
frequent  estimated  reports.  These  are  used  as  temporary  guides 
only  and  are  disregarded  as  soon  as  the  actual  figures  controlled 
by  the  general  books  are  issued. 
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By  HARRY  C.  MCCLUSKEY 

Accounting  for  anthracite  mines  presents  a  few  accounting 
problems  not  encountered  in  other  industries.  The  anthracite 
operator  not  only  secures  all  his  raw  material  from  the  earth, 
but  engages  in  the  preparation  of  the  raw  material  for  the  market. 
He  may  thus  be  classed  as  a  manufacturer  as  well  as  a  miner. 

One  of  the  problems  of  anthracite  mining  confronting  the 
accountant  is  the  question  of  capital  expenditures. 

CAPITAL  EXPENDITURES 

The  cost  of  mine  buildings,  structures,  machinery  and  equip- 
ment, less  their  scrap  or  residual  value,  when  the  mine  is 
exhausted,  should  be  regarded  as  deferred  charges  to  profit  and 
lots  and  to  the  cost  of  producing  coal.  These  items  are  sometimes 
reflected  in  the  profit-and-loss  account  as  depreciation  or  amorti- 


The  general  practice  is  to  consider  all  expenditures  for  build- 
ings, structures,  machinery,  equipment  and  mine  developments, 
less  the  revenue  from  coal  mined  during  the  time  in  which  the 
developments  are  in  progress  and  before  the  mine  has  actually 
begun  to  operate,  as  charges  to  capital-expenditure  accounts. 

AD  normal  expenditures  of  a  similar  nature  subsequent  to  the 
beginning  of  operations,  which  are  required  to  maintain  the 
present  output,  should  be  charged  to  operating  expenses.  Those 
required  to  increase  the  output  should  be  charged  to  capital 
accounts.  Any  charge  to  capital  accounts  presupposes  an  expen- 
diture incurred  for  which  benefits  will  be  received  in  the  future. 

Charges  for  mine  developments  should  be  carefully  scrutin- 
iied  to  avoid  charging  to  capital  accounts  expenditures  which  are 
applicable  only  to  coal  now  being  mined  and  expenditures  on 
account  of  coal  to  be  mined  in  the  future  charged  to  profit-and- 
loss  or  operating  accounts. 

VALUATIONS  OP  COAL  LANDS  AND  LEASEHOLDS 
It  has  been  the  general  practice  to  carry  the  values  of  coal 
lands  and  leaseholds  of  coal  lands  on  the  books  at  cost.    With 

A,th<**>_Pr ••••'« J  *  tfce  November,  1MO,  examinations  of  the  American  Institute 
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the  coming  of  the  income-tax  laws  it  became  necessary  to  revalue 
or  to  restate  these  values  on  the  books  in  order  properly  to 
account  for  the  taxable  income.  But  even  though  these  values 
are  restated,  the  books  should  indicate  the  actual  cost  values  for 
the  purpose  of  properly  accounting  for  these  investments  and 
for  determining  the  profit  or  loss  irrespective  of  taxable  income. 
In  order  to  show  on  the  books  and  balance-sheets  the  cost 
values  of  these  assets,  even  though  they  have  been  revalued,  the 
following  method  is  suggested. 

Assume  a  balance-sheet  before  a  revaluation  as  follows: 

Cash   $    100,000     Capital  stock   $1,000,000 

Coal  lands 1,000,000     Surplus    100,000 

(10,000,000  tons  lOc) 

$1,100,000  $1,100,000 


Note  that  the  depletion  rate  on  the  basis  of  this  balance- 
sheet  is  at  the  rate  of  ten  cents  a  ton. 

A  revaluation  is  made  on  the  proper  basis  and  it  is  determined 
that  the  fair  market  value  of  the  coal  lands  at  March  1,  1913,  is 
$2,000,000  instead  of  $1,000,000  as  shown  on  the  books.     This 
increase  in  valuation  may  then  be  recorded  in  an  entry: 
Coal  lands  $1,000,000 

Surplus  arising  from  a  revaluation  of  coal  lands. .  $1,000,000 

To  record  the  additional  value  of  coal  lands  in 
accordance  with  a  revaluation  of  March  1,  1913. 

The  balance-sheet  will  then  appear  as  follows : 

Cash   $   100,000     Capital  stock   $1,000,000 

Coal  lands  2,000,000     Surplus  arising  from  a  re- 

(10,000,000 tons 20c.)  valuation  of  coal  lands..  1,000,000 

Earned  surplus  100,000 


$2,100,000  $2,100,000 


This  balance-sheet  still  shows,  by  the  combination  of  the 
accounts  coal  lands  $2,000,000  and  surplus  arising  from  a  re- 
valuation of  coal  lands  $1,000,000,  the  original  cost  value  of 
this  asset. 

The  company  operates  for  one  year  and  ships  1,000,000  tons 
of  coal.  On  the  basis  of  twenty  cents  a  ton,  the  depletion  charge 
would  amount  to  $200,000  and  would  be  recorded  in  an  entry: 
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Depletion  (profit  and  loss  account)  $   200,000 

Reserve  for  depletion $   200,000 

To  record  the  amount  of  depletion  of  1,000,000 
tons  of  coal  at  20c.  a  ton. 

And  an  entry : 

Surplus  arising  from  a  revaluation  of  coal  lands $    100,000 

Earned  surplus   $   100,000 

To  transfer  to  earned  surplus  that  portion  of 
surplus  arising  from  a  revaluation  of  coal  lands, 
earned  during  the  year,  based  on  the  additional 
amount  of  depletion  charged,  which  was  caused 
by  a  revaluation  of  coal  lands  as  of  March  1,  1913. 

Assume  that  the  profit-and-loss  statement  shows  the  following : 

Sales  for  cash $5,000,000 

Operating  expenses $4,800,000 

Depletion    200,000      5,000,000 


Net  profit $0,000,000 

The  balance-sheet  would  then  show : 

Cash   $   300,000     Reserve  for  depletion $  200,000 

Coal  lands  2,000,000     Capital  stock  1,000,000 

(9,000,000  tons)                                          Surplus  arising  from  a  re- 
valuation of  coal  lands. .      900,000 
Earned  surplus   200,000 


$2,300,000  $2,300,000 


This  balance  shows  the  original  cost  of  the  balance  of  the 
coal  remaining  unmined  if  the  accounts  are  combined  as  follows  : 

Coal  lands  (9,000,000  tons) $2,000,000 

Less  reserve  for  depletion 200,000 


$1,800,000 
Less  surplus  arising  from  a  revaluation  of  coal  lands 900,000 


Original  cost  9,000,000  tons  at  lOc $   900,000 

The  reason  for  the  increase  of  $100,000  in  earned  surplus, 
although  the  profit-and-loss  account  shows  no  profits,  may  be 
explained  by  using  the  original  depletion  rate  based  on  the  actual 
cost  of  the  coal,  or  10  cents  a  ton. 
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A  recalculation  of  profits  using  the  original  depletion  rate 
would  indicate  a  profit  of  $100,000  as  follows : 

Sales   $5,000,000 

Operating  expenses    $4,800,000 

Depletion  (1,000,000  tons  at  lOc.)    100,000      4,900,000 


Netprofit $   100,000 


When  making  a  revaluation  of  coal  lands  as  well  as  lease- 
holds of  coal  lands,  consideration  should  be  given  to  the  time 
necessary  to  mine  the  coal.  The  worth  or  value  at  the  date  of 
the  revaluation  should  be  discounted  in  accordance  with  the 
time  which  must  elapse  before  any  income  is  received  from  the 
coal  under  ground.  Coal  which  will  not  be  mined  within  ap- 
proximately fifty  years  will  therefore  have  no  value  and  should 
not  be  shown  on  the  books  unless  a  later  revaluation  is  made. 
In  case  a  subsequent  revaluation  is  made  the  values  should  be 
accounted  for  and  depleted  in  the  manner  outlined  for  a  re- 
valuation as  of  March  1,  1913. 

If  a  mining  company  owns  leases  which  have  a  value  of 
March  1,  1913,  this  value  should  be  based  on  the  amount  repre- 
senting the  difference  between  the  fair  market  value  of  the  coal 
lands  held  under  lease  and  the  amount  of  royalties  paid  to  the 
lessors. 

Leasehold  values  should  be  depleted  in  the  same  manner  as 
coal  lands  held  in  fee. 

The  revaluation  of  buildings,  structures,  machinery,  equip- 
ment and  mine  developments  should  be  handled  in  the  same 
manner  as  coal  lands,  and  depreciation  should  be  treated  in  the 
same  way  as  depletion. 

If,  however,  assets  have  been  revalued  and  the  increased 
valuation  is  due  to  the  fact  that  too  much  depreciation  was 
charged  off  in  the  past,  that  portion  should  be  credited  directly 
to  earned  surplus  and  not  to  a  surplus  arising  from  a  revaluation 
of  assets. 

DEPRECIATION  AND  AMORTIZATION 

Charges  for  depreciation  or  amortization  are  classed  as  profit- 
and-loss  or  cost  accounts  and  represent  the  estimated  amount 
of  loss  incurred  through  the  wear  and  tear  of  assets  or  their 
loss  through  passage  of  time  when  they  become  obsolete  or  the 
mine  has  been  exhausted. 
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Mine  buildings,  structures,  machinery  and  equipment  should 
be  depreciated  on  the  basis  of  wear  and  tear  or  their  life.  In 
case  the  life  of  the  mine  is  shorter  than  that  of  these  assets, 
depreciation  may  be  charged  off  in  two  ways: 

1.  On  the  basis  of  the  life  of  the  mine,  charging  off  a  certain 
equal  portion  each  month. 

2.  By  charging  off  a  certain  equal  amount  per  ton  as  the  coal 
is  produced  based  on  the  estimated  number  of  tons  to  be 
mined. 

The  second  method  is  commendable  in  that  it  equalizes  the 
depreciation  cost  per  ton  regardless  of  the  number  of  tons  pro- 
duced each  month. 

The  use  of  the  first  method  will  cause  a  fluctuation  in  the 
depreciation  cost  per  ton  as  the  production  varies  from  month 
to  month. 

If  the  second  method  is  used  care  should  be  taken  to  see 
that  the  proper  amount  is  charged  off  on  the  "time"  basis  at 
least  at  the  close  of  the  fiscal  year. 

DEPLETION 

Depletion  represents  the  cost  of  the  coal  mined  and  used  in 
the  production  of  the  marketable  product.  It  represents  the 
amount  by  which  the  investment  in  coal  lands  or  leasehold  equity 
in  coal  lands  is  reduced  by  the  removal  of  coal. 

The  amount  per  ton  to  be  charged  off  as  depletion  is  calcu- 
lated by  dividing  the  cost  of  the  coal  lands  or  leasehold  equity 
in  coal  lands  by  the  estimated  number  of  tons  to  be  realized 
from  the  mine. 

OPERATING  EXPENSES  AND  COST  ACCOUNTS 
The  operating  expenses  or  cost  accounts  are  divided  into 
two  general  classes :  inside  expenses  and  outside  expenses.  Aside 
from  the  question  of  supervision,  this  general  classification  is 
useful  on  account  of  the  difference  in  physical  condition  inside 
and  outside  the  mine. 

Inside  expenses  cover  the  cost  of  labor,  supplies  and  expenses 
in  the  mining  and  transportation  of  coal  underground  and  in- 
cludes the  cost  of  operating  the  ventilation  machinery  and 
equipment. 

Inside  expenses  may  show  material  differences  in  the  cost 
per  ton  from  month  to  month.  These  differences  may  be  due  to 
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the  physical  conditions  of  the  mine  such  as  faults  or  irregularities 
in  the  seams,  more  or  less  top  and  bottom  rock  for  which  allow- 
ances are  made  to  miners,  timbering  necessary  on  account  of  the 
character  of  the  top  of  the  gangway  or  chamber,  the  length  of 
haul  to  the  main  shaft,  drainage  and  ventilation  required,  etc., 
and  the  changes  in  these  conditions  during  various  cost  account- 
ing periods. 

The  outside  expenses  cover  the  cost  of  transportation  and 
preparation  of  coal  after  it  has  beeen  removed  from  the  mine 
and  generally  remain  quite  uniform  as  to  cost  per  ton. 

COST  OF  VARIOUS  SIZES 

Anthracite  is  prepared  for  the  market  in  various  sizes  which 
are  divided  into  two  general  classes :  domestic  or  large  sizes  and 
steam  or  small  sizes.  Both  these  general  classes  include  several 
standard  sizes.  On  account  of  the  difference  in  the  amount 
realized  from  sales  between  the  large  and  small  sizes,  it  is  the 
intention  of  each  operator  to  produce  as  great  a  percentage  of 
large  sizes  as  possible.  The  large  sizes  have  a  sales  value  greater 
than  the  average  cost  of  all  sizes,  while,  on  the  other  hand,  small 
sizes  are  sold  at  a  price  under  the  average  cost.  Furthermore, 
the  market  for  small  sizes  fluctuates  frequently  both  in  price  and 
in  demand.  It  would  seem  to  be  better  accounting  to  consider  the 
small  sizes  as  by-products  rather  than  regular  products. 

It  is  suggested  that  the  total  amount  realized  from  the  sale 
of  small  sizes  or  an  arbitrary  amount  somewhat  near  the  market 
price  of  small  sizes  be  credited  to  the  cost  of  the  large  sizes. 

Even  though  the  small  sizes  were  treated  as  by-products  it 
would  be  impossible  to  distinguish  between  the  cost  of  various 
large  sizes  such  as  lump  or  chestnut.  The  cost  of  large  sizes 
should  be  carried  at  the  average  cost  per  ton. 

RESERVE  FOR  MINING  HAZARDS 

In  view  of  the  fact  that  anthracite  mining  is  a  business  of  a 
hazardous  nature  and  mining  companies  are  liable  to  uninsurable 
losses  such  as  fires,  explosions,  floods  and  cave-ins  or  squeezes, 
it  is  undoubtedly  good  business  and  good  accounting  to  set  aside 
a  reserve  to  cover  these  losses.  Experience  shows  that  uninsur- 
able accidents  are  frequent  and  it  would  seem  to  be  poor  account- 
ing not  to  reflect  these  losses  in  the  cost  of  coal  just  as  insurance 
is  considered  a  proper  cost  charge. 
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STRIPPING  EXPENSES 

Stripping  operations  are  performed  for  the  purpose  of  remov- 
ing earth,  rock,  etc.,  from  the  surface  so  that  the  coal  exposed 
may  be  mined  and  in  order  to  prevent  an  excess  of  refuse  from 
entering  the  mine  when  the  coal  near  the  surface  is  mined  under- 
ground. 

The  expense  of  stripping  the  surface  earth,  rock,  etc.,  termed 
"overburden,"  may  accumulate  for  a  long  period  preceding  the 
removal  of  the  particular  coal  to  be  obtained  from  the  operation. 
The  expenses  then  become  a  deferred  expense  similar  to  certain 
inside  developments,  such  as  rock  tunnels,  etc.  A  portion  of  these 
deferred  expenses  should  be  charged  to  the  profit-and-loss  or 
cost  accounts,  as  the  coal  is  removed  and  the  amount  to  be  charged 
off  based  on  the  estimated  tons  to  be  obtained  divided  into  the 
total  deferred  stripping  expenses. 

Should  stripping  expenses  be  incurred  concurrently  with  the 
removal  of  coal,  these  expenses  should  not  be  charged  to  de- 
ferred stripping  expenses  but  to  the  current  operating  accounts. 
The  accountant  should  diligently  inquire  into  the  nature  of 
stripping  expenses  so  as  to  determine,  in  the  case  of  a  deferred 
asset  account,  whether  the  account  has  been  properly  decreased 
by  charges  to  operating  expenses  and  to  the  cost  of  the  coal  pro- 
cured from  the  stripping  operation  and  the  relative  number  of 
tons  to  which  the  deferred  expense  should  be  charged.  And  in 
case  of  an  item  of  cost  covering  stripping  expenses,  as  to  whether 
such  expenses  represent  correct  amounts  applicable  to  the  coal 
being  obtained  from  the  stripping  during  the  current  cost  period. 

CULM  BANK  COAL 

Culm  banks  are  by  no  means  common  to  every  anthracite 
mine,  but  the  quantity  of  coal  secured  from  these  banks  by  oper- 
ators who  do  own  them  entitles  them  to  special  accounting  con- 
sideration. 

Culm  banks,  however,  produce  less  than  5%  of  the  total 
anthracite  tonnage  and  will  doubtless  soon  become  extinct. 

Culm  banks  are  large  refuse  dumps  containing  small  sizes  of 
coal  and  were  made  by  early  operations  before  such  sizes  were 
marketable. 

These  sizes  are  now  marketable  and  they  can  be  extracted 
from  the  refuse  or  culm  with  modern  coal  preparation  apparatus. 
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The  cost  of  culm-bank  coal  will  be  considerably  lower  than 
that  of  freshly  mined  coal.  In  fact,  the  difference  in  cost  is 
such  that  it  would  be  misleading  were  average  costs  of  both  culm 
bank  and  freshly  mined  coal  used.  The  cost  of  each  kind  of  coal 
should  be  kept  entirely  separate. 

Sometimes  culm-bank  coal  is  prepared  in  a  plant  built  for 
that  purpose,  called  a  washery,  and  the  keeping  of  separate  costs 
in  this  case  is  a  simple  matter.  But  if  culm  is  run  through  the 
breaker  at  the  same  time  as  freshly  mined  coal,  the  separation 
of  the  costs  of  each  kind  of  coal  becomes  a  problem  of  appor- 
tionment. 

The  apportionment  may  be  made  quite  accurately  on  the  basis 
of  tests  of  the  quantity  of  coal  realized  per  ton  of  culm  and  the 
number  of  tons  of  culm  run  through  the  breaker. 

Culm  banks  should  be  valued  for  income-tax  purposes  in  the 
same  manner  as  underground  coal  and  depleted  as  the  coal  is 
separated  from  the  refuse. 


The  Mechanism  of  Numbers 

By  HARRY  KELLY 

In  view  of  the  trend  of  modern  business  toward  higher  effi- 
ciency, it  is  strange  that  some  expedient  has  not  been  utilized  to 
facilitate  the  operation  of  simple  arithmetical  computations.  We 
are  all  aware  that  all  phases  of  mathematics  and  problems  relative 
thereto  are  mere  mechanical  processes  of  one  kind  or  another, 
depending  for  their  solution  upon  some  known  set  formula. 

Nearly  everyone  is  familiar  with  the  little  trick  of  multiplying 
any  number  by  eleven,  by  writing  the  unit  digit  of  the  multipli- 
cand down  as  the  unit  digit  of  the  product  to  be  obtained,  then 
adding  the  unit  digit  and  the  tens  digit  of  the  multiplicand,  taking 
the  unit  digit  of  the  partial  product  thus  obtained  as  the  tens  digit 
of  the  final  product,  adding  the  digit  of  the  next  higher  order, 
if  the  partial  product  thus  obtained  is  in  excess  of  nine;  i.  e., 
having  two  or  more  digits  contained  therein,  to  the  sum  of  the 
tens  and  hundreds  digit  of  the  multiplicand  for  the  hundreds  and 
thousands  digits  of  the  final  product  in  the  event  of  the  multipli- 
cand containing  three  figures — and,  should  it  be  the  case  that 
the  multiplicand  have  four  or  more  figures,  the  foregoing  process 
being  carried  on  until  the  completion  of  the  example. 

Upon  this  simple  little  device  hinges  the  secret  of  "the 
mechanics  of  numbers" — which  is  the  science  of  numbers — the 
keynote  of  all  business  from  time  immemorial,  when  the  complete 
scope  of  all  the  then  known  mathematics  was  the  original  compto- 
meter— the  ten  digits  of  the  prehistoric  man's  two  hands. 

As  a  matter  of  fact,  the  practical  application  of  the  theory  of 
the  mechanics  of  numbers  as  exemplified  in  the  multiplication  of 
a  number  by  eleven  as  explained  is  so  ridiculously  simple — one 
only  adds  one  digit  with  the  succeeding  digit  of  the  next  higher 
order — that  the  fundamental  principle  of  the  theory  is  overlooked. 

If  one  understands  this  really  elementary  and  easy  formula, 
one  will  find  it  an  utter  waste  of  time,  paper  and  lead  ever  to 
have  recourse  to  the  use  of  a  comptometer  or  to  the  writing  down 
of  any  figure  other  than  the  answer  required  to  any  arithmetical 
calculation. 

If  we  find  that  the  above  formula  works  in  the  case  of  multi- 
plying any  number  by  eleven,  why  should  it  not  hold  good  in  the 
case  of  multiplying  by  twelve?  After  experiment  we  find  that  it 
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does  work  in  multiplying  by  twelve,  thirteen,  etc.,  and  so  on,  up 
to  nineteen,  by  taking  the  unit  digit  of  the  product  of  the  unit 
figure  of  the  multiplier  times  the  unit  digit  of  the  multiplicand 
as  the  unit  digit  of  the  final  product  to  be  obtained.  Add  the 
tens  or  tens  and  hundreds  digit  of  this  partial  product  to  the 
sum  of  the  products  of  the  unit  digit  of  the  multiplier  times  the 
tens  digit  of  the  multiplicand,  and  the  tens  digit  of  the  multiplier 
times  the  unit  digit  of  the  multiplicand  for  the  tens  digit  of  the 
final  product  to  be  obtained,  which  is  the  unit  figure  of  the 
foregoing  process — the  tens  and  hundred  figure,  if  any,  being 
added  to  the  sum  of  the  products  of  the  units  of  the  next  higher 
order  as  before  for  the  securing  of  the  hundreds  digit  of  the 
final  product  to  be  obtained  as  before,  etc. 

Now,  having  ascertained  that  this  formula  holds  good  with 
the  multiplier  from  eleven  to  nineteen,  is  it  not  reasonable  to 
suppose  that  it  might  be  feasible  for  the  multiplier  to  be  any 
number  up  to  and  including  ninety-nine?  This,  upon  experimen- 
tation, we  find  to  be  true. 

Well,  now,  after  having  progressed  that  far,  it  begins  to  look 
as  though  the  formula  might  be  elaborated  sufficiently  to  be  ap- 
plied with  three  figures  in  the  multiplier.  And,  upon  submitting 
the  idea  to  the  test,  we  find  it  practicable,  by  taking  for  the  unit 
digit  of  the  final  product  the  unit  digit  of  the  product  of  the  unit 
digit  of  the  multiplier  times  the  unit  digit  of  the  multiplicand, 
the  tens  digit  of  this  product  to  be  added  to  the  sum  of  the 
products  of  the  unit  digit  of  the  multiplier  times  the  tens  digit 
of  the  multiplicand,  and  the  tens  digit  of  the  multiplier  times  the 
unit  digit  of  the  multiplicand,  utilizing  the  unit  digit  of  this  par- 
tial product  as  the  tens  digit  of  the  final  product  to  be  obtained, 
adding  the  tens  and  hundreds  digits,  if  any,  to  the  sum  of  the 
products  of  the  unit  digit  of  the  multiplier  times  the  hundreds 
digit  of  the  multiplicand,  the  tens  digit  of  the  multiplier  times 
the  tens  digit  of  the  multiplicand  and  the  hundreds  figure  of  the 
multiplier  times  the  unit  digit  of  the  multiplicand  for  the  hun- 
dreds digit  of  the  final  product  to  be  obtained,  which  is  repre- 
sented by  the  unit  figure  of  the  preceding  example,  the  tens  and 
hundreds  digit  of  which,  if  the  foregoing  partial  product  is  in 
excess  of  nine,  are  added  to  the  partial  products  of  the  units  of 
the  next  higher  order,  etc.,  obtained  by  the  continuation  of  the 
same  process. 
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After  having  consummated  this  much,  it  requires  no  stretch  of 
the  imagination  to  perceive  that  it  is  quite  practicable  to  multiply 
any  number  by  any  number  without  the  necessity  of  writing 
down  any  figures  other  than  the  final  product  to  be  obtained,  the 
only  requisite  being  the  use  of  a  little  mental  arithmetic — addition. 

The  universal  adoption  of  this  system  would  not  only  auto- 
matically render  obsolete  all  comptometers,  but  would  afford  a 
much  needed  and  excellent  exercise  for  the  faculty  of  concen- 
tration, besides  developing  that  keenness  of  mind,  intellect  and 
observation  so  useful  in  the  pursuit  of  happiness  and  wealth. 

Let  us  illustrate  by  using  a  concrete  example. 

Presuming  we  wanted  to  multiply  48,649  by  2,432 ;  by  apply- 
ing the  formula  we  have  twice  9  is  18,  leaving  8  as  the  unit  digit 
of  the  final  product,  carrying  one  forward,  adding  it  to  the  sum 
of  twice  4  and  three  times  9,  or  36 ;  taking  6  as  the  tens  figure  of 
the  final  product,  carrying  the  3  forward  and  adding  it  to  the 
partial  product  of  twice  6,  thrice  4  and  four  times  9,  equaling  63 ; 
employing  3  for  the  hundreds  figure  of  the  final  product,  carrying 
6  forward  and  adding  it  to  the  sum  of  the  partial  product  of 
twice  8,  thrice  6,  four  4s  and  twice  9,  which  gives  us  74;  and  4 
for  the  thousands  digit  of  the  answer,  again  carrying  7  forward 
to  be  added  to  the  partial  product  of  the  unit  figure  of  the 
multiplier  (2),  times  the  ten-thousands  figure  of  the  multiplicand 
(4),  plus  the  product  of  the  tens  figure  of  the  multiplier  (3), 
times  the  thousands  figure  of  the  multiplicand  (8),  plus  the  hun- 
dreds figure  of  the  multiplier  (4),  times  the  hundreds  figure  of 
the  multiplicand  (6),  plus  the  thousands  figure  of  the  multiplier 
(2),  times  the  tens  figure  of  the  multiplicand  (4),  which  makes 
a  total  of  71,  giving  us  as  the  fifth  or  ten-thousandth  digit  of 
the  final  product  1,  carrying  forward  as  before  the  7,  adding  it 
to  the  sum  of  the  partial  products  of  the  tens  figure  of  the  multi- 
plier (3) — being  now  finished  with  the  unit  figure  of  the  multi- 
plier, we  can  from  now  on  neglect  it — times  the  last  or  ten- 
thousands  digit  of  the  multiplicand  (4),  the  hundreds  figure  of 
the  multiplier  (4),  times  the  thousands  figure  of  the  multiplicand 
(8),  plus  the  thousands  figure  of  the  multiplier  (2),  times  the 
hundreds  figure  of  the  multiplicand  (6)  for  a  total  of  63,  which, 
with  3  as  the  hundred-thousands  digit  of  the  final  product  and  a 
remaining  tens  digit  of  6  to  be  added  to  the  product  of  4  times  4, 
which  is  the  hundreds  figure  of  the  multiplier  times  the  ten- 
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thousands  figure  of  the  multiplicand  and  the  thousands  digit  of  the 
multiplier  twice  the  thousands  figure  of  the  multiplicand  8,  total- 
ing 38,  with  8  as  the  millions  digit  of  the  final  product,  with  a 
remaining  tens  digit  of  3,  which  added  to  the  final  product  of 
twice  4  or  8,  the  thousands  digit  of  the  multiplier  times  the  hun- 
dred-thousands figure  of  the  multiplicand  gives  us  11  for  the  ten 
and  hundred-millions  digit  respectively  of  the  final  product,  giving 
us  for  the  final  product  a  grand  aggregate  of  118,314,368,  which, 
to  preclude  any  chance  of  error,  we  shall  prove  by  the  casting  out 
of  nines — we  have  four  for  the  multiplicand  times  2 — which  we 
find  for  the  multiplier — which  gives  us  8,  which  sum  we  find  in 
the  product,  which  proves  that  the  example  is  probably  correct. 


Appraisals  and  Income  Tax* 

By  L.  H.  OLSON 

The  attitude  towards  the  appraiser  and  an  appraisal  for 
income-tax  returns  has  been,  to  a  considerable  extent,  a  matter 
of  controversy — I  might  say,  of  misunderstanding;  therefore  I 
am  glad  to  have  the  opportunity  to  come  in  contact  with  you,  as 
it  has  brought  to  me  a  realization  of  some  things  you  are  thinking 
and  that  I  have  an  opportunity  to  talk  against  a  negative  feeling, 
upon  your  part,  towards  my  subject. 

It  has  been  my  privilege  to  go  about  the  country  somewhat 
in  the  last  few  years  asking  a  question  of  my  accounting  friends, 
my  legal  friends  and  the  officers  in  the  internal  revenue  bureau 
as  to  what  "an  appraiser  has  to  do  with  invested  capital."  My 
friends  usually  replied  in  this  vein:  "Why  don't  you  know  that 
an  appraisal  has  nothing  to  do  with  invested  capital?"  Perhaps 
some  of  you  here  have  the  same  thought  in  mind.  My  reply  has 
been,  "That  depends  upon  our  definition  of  the  'appraisal/  "  I 
further  stated  that  I  believed  the  existence  of  the  property  itself 
was  fundamental  evidence  as  to  the  capital  invested;  and  that 
when  you  had  measured  that  property  in  terms  of  actual  costs  and 
allowed  for  depreciation  in  accordance  with  its  expectancy  of  life, 
you  had  the  basic  proof  as  to  the  capital  invested  in  the  plant 
properties.  There  seems  to  be  no  objection,  no  real  objection,  to 
this  premise:  in  reality  it  is  the  existence  and  the  remaining  ser- 
viceable life  of  the  property  that  is  the  proof  of  the  capital  invested 
at  the  beginning  of  and  during  the  taxable  year. 

As  accountants,  you  may  have  sometimes  discovered  that  there 
are,  for  a  number  of  reasons,  missing  links  in  the  record  covering 
plant  properties;  and  in  our  investigation  it  is  our  purpose  to 
discover  what  property  there  may  be  in  existence  that  may  not 
appear  in  the  plant  asset  account  or  that  may  appear  in  the  account 
where  there  is  now  no  property  in  existence. 

When  we  have  furnished  the  information  which  will  permit 
the  correction  of  the  plant  account  so  that  it  will  correctly  reflect 
the  property  in  existence  and  its  remaining  expectancy  of  life,  we 
have  furnished  that  part  of  the  information  which  goes  into  the 
correct  determination  of  the  invested  capital. 

Where  those  links  are  missing  in  the  recorded  costs  it  is 
necessary  to  supply  the  next  best  information.  In  order  to  do 

•  From  an  address  delivered  at  the  regional  meeting  of  the  American  Institute  of 
Accountants,  Detroit,  Michigan,  April  8,  1921. 
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this  we  make  an  historical  investigation  of  the  properties,  ascer- 
taining the  dates  of  the  original  construction  and  equipment,  and 
the  dates  of  subsequent  additions  or  deductions,  using  the  re- 
corded data  as  far  as  obtainable,  until  we  have  an  inventory  of  the 
properties  scheduled  in  accordance  with  the  dates  of  acquisition. 
From  the  records  through  the  accountant  or  otherwise  we  en- 
deavor to  ascertain  the  original  costs  of  the  property  to  apply  to 
that  inventory.  Where  we  find  no  existing  records  of  actual  cost 
we  substitute  for  that  missing  record  a  normal  price  known  to 
have  prevailed  when  the  property  was  acquired,  constructed  or 
equipped,  to  permit  a  correction  of  the  record.  This  method  has 
been  discussed  and  demonstrated  in  practice  and  has  not  been 
challenged ;  in  fact,  I  think  it  has  been  quite  generally  recognized 
that  this  is  the  basis  for  the  reconstruction  of  invested  capital. 

There  are  three  primary  purposes  for  which  we  use  appraisal 
service  with  income-tax  returns.  I  might  explain  here  that  you 
and  I  differ  as  to  the  definition  of  the  word  "appraisal" ;  and  you 
may  not  call  the  process  which  I  have  just  described  "an  ap- 
praisal." It  is,  however,  relatively  immaterial  whether  you  call 
it  an  appraisal  or  by  some  other  term.  The  common  conception 
of  an  appraisal,  as  a  result  of  the  historical  development  of  ap- 
praisal work,  has  come  to  be  synonymous  with  the  "determination 
of  current  values."  That  is  the  basis  for  most  of  our  misunder- 
standings in  reference  to  its  application  with  income-tax  returns. 

As  I  stated,  there  are  three  fundamental  purposes  for  which 
we  use  appraisal  advice  with  income-tax  returns :  for  assistance 
in  the  reconstruction  or  proof — if  it  does  not  need  to  be  recon- 
structed— of  the  invested  capital;  for  determining  March  1,  1913, 
values  of  the  property  acquired  prior  to  that  date;  and  for  de- 
termining the  amount  of  amortization  that  may  be  written  from 
investment  on  war  construction  and  equipment. 

Plant  accounts  entering  into  invested  capital  of  course  may  be 
incomplete.  The  reasons  you  know.  In  the  earlier  days  better- 
ments may  have  been  charged  to  expense  in  such  a  way  that  they 
cannot  again  be  conveniently  segregated;  excessive  charges  or 
no  charges  may  have  been  made  for  depreciation;  or  the  records 
may  be  lost  in  whole  or  in  part.  It  is  the  testing  of  the  plant 
accounts  against  the  properties  that  brings  out  the  evidence  that 
is  required  for  their  reconstruction  properly  to  show  the  capital 
invested  and  the  depreciation  sustained  to  date. 

29 


The  Journal  of  Accountancy 


This  process  should  have  the  closest  cooperation  between  the 
accountant  and  the  appraiser  in  order  that  the  accountant  may 
give  to  the  appraiser  the  information  which  is  available  from  the 
accounts  and  that  the  appraiser  may  check  these  against  the 
properties  and  determine  wherein  they  are  excessive  or  deficient. 
Through  an  appraisal  we  not  only  increase  invested  capital  but 
we  may  also  furnish  the  evidence  whereby  the  invested  capital 
may  be  decreased.  It  is  common  to  find  the  account  of  property 
still  upon  the  record,  when  the  property  has  been  abandoned  or 
superseded,  and  the  superseding  property  also  capitalized. 

There  will  not  be  time  for  me  to  enter  into  the  technique  of 
the  appraisal  work  involved  nor  the  detail  of  the  investigation 
into  historical  development  or  properties  nor  the  reconciliation 
of  the  properties  with  plant  accounts.  But  of  course  you  under- 
stand that  in  order  to  make  the  evidence  complete  it  is  necessary 
that  the  result  of  the  appraisal  be  harmonious  with  the  accounts, 
in  order  that  the  adjustments  may  be  made  specifically  during 
different  years  and  for  the  different  types  of  property  for  which 
we  desire  to  reconstruct  the  plant  accounts. 

We  now  have  the  inventory,  with  the  actual  prices  as  far  as 
they  are  available  or,  when  those  are  not  available,  the  normal 
prices  prevailing  at  the  date.  We  come  to  that  period  of  March  1, 
1913,  to  determine  the  values  at  that  date,  and  it  merely  involves 
a  re-pricing  of  that  portion  of  the  property  acquired  prior  to 
March  1,  1913,  according  to  known  prices  prevailing  on  that  date, 
and  getting  the  depreciations  that  have  occurred  up  to  March  1, 
1913,  in  order  to  determine  the  market  value  or  the  then  value  of 
the  property. 

Here  another  operation  comes  in :  recording  the  property  that 
may  have  been  abandoned  subsequent  to  March  1,  1913,  in  order 
that  such  property  be  accurately  recorded  as  of  March  1,  1913, 
with  its  depreciation,  and  that  the  subsequent  depreciation  and 
any  further  deduction  which  may  be  required  at  the  date  the 
property  was  abandoned  may  be  provided. 

The  third  purpose — that  of  amortization — involves  the  segre- 
gation of  property  added  for  war  purposes  subsequent  to  April  6, 
1917.  This  we  should  receive  from  the  accountant  with  the  actual 
cost,  segregated  in  such  a  manner  that  it  may  be  checked  against 
the  property  acquired.  The  amount  of  amortization  is  determined 
for  two  classes  of  property:  that  which  has  been  or  is  to  be 

30 


Appraisals  and  Income  Tax 


abandoned  and  that  which  will  remain  in  the  service  of  the  com- 
pany. For  that  which  has  been  abandoned,  it  is  of  course  a  matter 
for  the  accountant  to  determine  the  difference  between  the  invest- 
ment and  the  selling  price  (if  it  has  been  sold)  or  possibly  for 
the  appraiser,  if  the  salvage  value  is  to  be  determined.  However, 
the  second  division,  which  concerns  itself  with  the  useful  value 
of  property  retained  to  the  industry,  involves  a  consideration  of 
a  number  of  facts  in  reference  to  the  normal  post-war  conditions 
of  that  particular  business. 

There  are  certain  factors  entering  into  that  which  undoubtedly 
come  within  the  scope  of  the  auditor,  such  as  the  measuring  of 
the  post-war  activity  in  comparison  with  the  war  activity  in  terms 
of  productive  hours,  fuel  consumption,  tonnage  produced  and 
other  similar  factors.  But  to  my  mind  these  are  not  sufficient  to 
answer  the  question  nor  to  determine  the  amount  of  amortization. 
The  factor  of  usefulness  of  that  property  to  the  taxpayer,  based 
upon  its  normal  post-war  production,  involves  questions  of  engi- 
neering and  appraisal  practice  to  determine  in  detail  the  utility  of 
the  units  of  property  for  post-war  purposes. 

I  have  in  mind  a  foundry  which  was  constructed  for  war  pur- 
poses to  produce  a  heavier  product  than  that  involved  in  the  normal 
production  of  the  taxpayer.  This  foundry  was  constructed  of 
heavier  design  and  equipment,  larger  than  would  have  been  re- 
quired for  the  normal  requirement  of  the  taxpayer.  The  building 
cost  was  naturally  greater  on  account  of  the  heavier  steel  con- 
struction needed  to  carry  a  twenty-five-ton  crane  where  a  fifteen- 
ton  crane  would  have  met  the  normal  requirements.  The  equip- 
ment was  correspondingly  increased  and  had  a  heavier  capacity. 
Such  a  condition  involved  the  determination  of  what  a  normal 
post-war  cost  would  be  of  a  foundry  building  to  meet  the  post-war 
requirements  of  the  taxpayer  and  the  extra  cost  in  cranes  and 
other  equipment  on  account  of  the  heavier  type  of  product  turned 
out  for  war  purposes.  It  necessitated  the  amortization  of  the 
actual  cost  to  what  would  have  been  a  reasonable  investment  under 
post-war  conditions  to  have  acquired  equipment  applicable  to  the 
post-war  requirements  of  that  particular  taxpayer. 

I  will  give  you  another  instance  of  a  power  plant  which  had 
to  be  built  much  larger  than  the  normal  requirements  of  the  tax- 
payer, where,  if  the  power  had  been  available,  as  it  would  have 
been  under  post-war  conditions  and  requirements,  the  building  of 
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a  power  plant  would  not  have  been  required  at  all,  as  central- 
station  electric  power  could  be  purchased  cheaper  than  the  tax- 
payer could  generate  it  in  a  plant  of  his  own. 

In  ascertaining  the  value  of  the  power  plant  to  him  under  post- 
war conditions  consideration  should  also  be  given  to  the  extra 
cost  of  generating  the  power,  considering  fixed  charges  against 
the  investment  and  properties  and  the  operating  cost,  in  com- 
parison with  the  price  for  which  he  could  have  purchased  that 
power. 

The  foregoing  outlines  the  general  plan  of  the  work  which  we 
would  do  as  an  appraisal  organization  to  meet  these  three  funda- 
mental requirements  for  appraisals  with  income-tax  returns. 

There  is  one  point  which  has  been  a  subject  of  much  mis- 
understanding, some  uncertainty  and  controversy:  the  so-called 
working  backwards  to  determine  a  valuation  at  a  prior  period 
and  doing  so  at  a  later  date  or  at  the  present  time.  Such  valua- 
tions are  required  where  the  conditions  permit  the  surplus  to  be 
adjusted  in  accordance  with  the  value  of  the  property  at  date  of 
acquisition — conditions  with  which  you  are  familiar — as  well  as 
the  values  of  March  1,  1913. 

It  is  questionable  if  values  worked  backward  for  present  values 
stand  for  that  purpose.  I  do  state  though  that  the  correct  process 
of  developing  those  values  is  not  to  work  backward,  but  forward, 
as  I  shall  attempt  to  demonstrate  to  you.  I  here  digress  suffi- 
ciently to  discuss  the  difference  between  "personal-opinion  values" 
and  organized  appraisal  values.  In  the  evolution  of  valuation 
work  we  have  developed  from  the  personal-opinion  values,  which 
may  be  perfectly  competent,  as  based  upon  individual  experience 
and  judgment;  just  as  valuations  determined  in  accordance  with 
the  personal  opinion  of  the  individual  may  be  perfectly  competent 
and  accurate  values.  But  in  determining  organized  appraisal 
values,  we  build  up  from  definite  bases  of  data,  statistical,  his- 
torical or  current,  in  accordance  with  standardized  and  tested 
methods,  with  checks  and  balances  to  coordinate  the  work  of  the 
individual  with  the  work  of  the  organization ;  and  we  obtain  what 
we  characterize  as  provable  values,  because,  regardless  of  what 
the  valuation  is  and  whether  it  is  expressed  in  a  total  sum  of  a 
million  dollars  or  in  itemized  detail,  it  can  be  traced  back  through 
the  systematic  standard  practice  methods  and  records  used  in  its 
computation;  checked  against  the  standard  cost  analysis,  prices 
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and  values  that  have  become  a  part  of  the  organization  records; 
reduced  through  the  different  processes  to  the  basic  elements  enter- 
ing into  the  property,  all  of  which  have  been  tested  against  practical 
business  transactions  during  the  history  of  the  appraisal  company. 

If  we  understand  this  point,  the  difference  between  personal- 
opinion  values  and  organized  appraised  valuations,  we  shall  begin 
to  consider  the  problem  of  valuation  as  of  any  date  as  a  matter  of 
logical  development  and  not  the  result  of  working  backward.  For 
instance,  with  our  historical  records  it  is  as  easy  to  determine  the 
cost  in  1900  or  March  1,  1913,  or  any  other  prior  date,  as  it  is  to 
determine  the  cost  today ;  possibly  it  is  easier,  because  costs  today 
are  somewhat  harder  to  find.  But  there  is  no  question  as  to  what 
prices  were  on  March  1,  1913 ;  it  is  a  matter  of  record  demon- 
strated and  tested  at  the  time  and  proven  .cince.  So,  if  it  becomes 
a  question  of  determining  the  value  of  a  property  at  the  date  of 
its  acquisition  or  March  1,  1913,  it  is  simply  part  of  the  historical 
investigation  to  determine  the  existence  of  that  property  on  that 
date.  That  may  be  difficult  or  it  may  be  simple,  depending  on  the 
character  of  the  changes  that  have  been  made  and  the  kind  of 
records  that  have  been  maintained.  But  difficulties  have  to  be  met 
when  they  are  encountered.  The  result  is  that  the  fact  has  to  be 
determined  in  accordance  with  this  available  information. 

Having  determined  that,  it  is  a  question  of  the  application  of 
the  unit  prices  prevailing  on  that  date  and  the  depreciation  that 
would  have  been  right  in  accordance  with  the  conditions  of  the 
period.  That  isn't  working  backward.  It  is  the  use  of  data, 
known  at  the  time,  applied  to  conditions  which  existed  at  the  time. 

I  have  not  found  any  objection  to  that  method.  In  the  de- 
partment there  have  been  appraisals  thrown  out  and  properly  so. 
I  don't  hesitate  to  say  there  have  been  accountants'  reports  thrown 
out.  It  may  have  been  error  to  throw  out  the  accountants'  reports ; 
but  I  will  admit  that  there  have  been  appraisals  thrown  out  for 
good  cause — they  should  have  been  thrown  out.  As  appraisers, 
we  like  to  see  the  standards  maintained,  and  to  my  mind  the  de- 
partment can  not  be  too  strict  in  acceptance  or  rejection  of 
appraisals. 

I  should  like  to  discuss  depreciation  and  the  difficulties  now 
encountered  in  the  treatment  of  it  for  income-tax  purposes,  but 
that  is  too  long  a  subject.  I  want  to  refer  briefly  to  a  few  other 
items. 
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Let  us  touch  briefly  on  the  question  of  patterns  and  drawings, 
a  vital  matter  in  our  discussion,  because  here  is  an  account  which 
has  most  likely  been  written  off  and  some  technical  difficulties 
may  be  met  in  its  reconstruction.  On  the  other  hand,  the  depart- 
ment has  issued  reasonably  clear  instructions  in  reference  to  this 
subject.  The  reconstruction  of  the  pattern  account  probably 
required  a  more  painstaking  investigation  than  the  building  and 
equipment  accounts.  You  have  the  questions  of  depreciation,  ob- 
solescence, inactivity,  one  pattern  succeeding  another  pattern, 
models  may  have  been  changed,  cost  records  are  incomplete  as  to 
the  cost  of  each  individual  pattern  or  the  individual  group  of 
patterns.  It  is,  therefore,  desirable  to  make  an  analysis  of  the 
entire  pattern-department  expense  or  the  drawing-room  expense, 
by  years,  and  to  judge  what  portion  of  that  might  be  reasonably 
expected  to  be  capitalized.  Then  tie  that  with  the  cost  of  the 
patterns  made  during  the  respective  years,  priced  in  accordance 
with  the  normal  prices  for  each  year,  as  proven  by  an  appraisal 
of  the  actual  active  patterns,  balancing  them  together  in  order  to 
complete  your  proof. 

The  question  of  patents  comes  up  for  consideration  on  account 
of  the  privilege  the  taxpayer  has  of  writing  off  his  patent  values 
of  March  1,  1913,  as  an  expense  to  the  remaining  life  of  the 
patents. 

Goodwill  is  a  live  problem.  Many  firms  have  their  goodwill 
reconstructed  in  accordance  with  March  1,  1913,  values.  Some- 
times it  may  be  purely  an  accounting  proposition ;  at  other  times 
it  involves  an  appraisal  problem  relating  to  the  character  of  the 
business,  its  mechanical  operations,  its  markets,  its  future  and 
investigations  which  may  supplement  the  service  which  the  ac- 
countant would  render. 

In  closing  I  wish  to  lay  the  foundation  for  your  consideration 
of  what  I  believe  to  be  the  constructive  work  that  appraisers  are 
doing  today  in  the  making  of  appraisals  on  an  historical  basis, 
whether  or  not  this  is  taken  into  consideration  in  the  reconstruc- 
tion of  invested  capital  for  income-tax  purposes,  because  the  same 
principles  enter  into  the  correct  determination  of  plant  accounts 
for  ordinary  business,  accounting  and  financial  control.  We  want 
to  know  what  the  plant  properties,  on  the  basis  of  investment, 
should  represent  in  dollars  and  cents  on  the  books  of  account.  If 
the  book  account  as  carried  forward  historically  does  not  represent 
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that,  it  is  sound  and  conservative  business  to  have  it  reconstructed 
so  that  it  shall  do  so,  because  it  is  better  to  be  right  than  conser- 
vative. It  is  a  question  if  we  shall  ever  go  back  to  the  practice  of 
having  our  plant  accounts  stand  upon  the  books  at  the  most  con- 
servative value;  we  may  take  the  position  that  they  should  rep- 
resent the  facts,  even  though  there  is  no  compelling  power  like 
excess-profits  tax  to  make  that  a  matter  of  desirability  or  ex- 
pediency for  saving  in  tax  payments. 

As  we  shall  probably  have  March  1,  1913,  values  as  a  basis 
for  depreciation  and  for  the  •  determination  of  the  profit  or  loss 
on  the  subsequent  sale  of  capital  assets,  it  seems  to  me  highly 
desirable  for  forward-looking  businesses  now  to  have  their 
March  1,  1913,  values  determined,  not  only  for  their  protection 
during  current  and  past  years,  but  as  a  protection  against  the 
future,  when  there  may  be  a  transfer  of  the  business  whereby 
taxable  profit  will  be  a  matter  of  concern.  So  I  say  that  it  is 
important  to  see  that  plant  accounts,  pattern  and  drawing  ac- 
counts and  goodwill  accounts  are  now  authoritatively  and  defi- 
nitely determined,  for  protection  against  any  future  transfer  of 
the  business  or  of  the  stock. 
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Redemption  and  Replacement  of 
Bonded  Indebtedness 

By  EDWIN  J.  ROCK 

Borrowing  money,  whether  as  an  individual  or  by  a  corpora- 
tion, has  one  disagreeable  feature — it  has  to  be  paid  back.  Worse 
still,  if  we  are  using  it  in  our  business  we  also  have  to  plan  how 
to  provide  or  borrow  more  after  the  current  debt  is  settled.  One 
of  the  biggest  and  probably  the  most  serious  problem  business 
men  have  to  solve  is  the  raising  of  adequate  capital  with  which  to 
carry  on  their  business  activities.  Demand  for  additional  capital 
requirements  may  arise  from  need  for  increased  working  capital, 
increased  facilities  or  other  manifold  causes. 

On  the  whole  problem  of  raising  and  acquiring  capital,  redemp- 
tion of  indebtedness  and  replacement  of  capital  represented  thereby, 
much  has  been  and  will  be  written.  Treatment  of  the  whole 
subject  in  a  single  article  or  volume  is  impossible.  However,  if 
this  article,  which  deals  with  some  of  the  phases  of  the  subject 
from  the  viewpoint  of  the  board  of  directors  of  the  debtor  cor- 
poration, induces  constructive  thought  on  a  few  phases  of  this 
important  problem  it  will  have  accomplished  its  purpose. 

The  intent  is  to  deal  primarily  with  the  redemption  of  bonded 
or  similar  indebtedness,  discussion  of  the  best  methods  for  accom- 
plishing it  and  for  replacement  after  maturity  of  the  capital 
provided  by  the  indebtedness. 

Corporate  bond  issues,  whether  mere  debentures  or  those 
secured  by  mortgage,  cannot  always  be  floated  on  ideally  satis- 
factory terms  to  the  debtor.  Neither  in  some  cases  is  the  method 
of  redemption  left  entirely  to  the  option  or  initiative  of  the 
debtor.  Banks  and  underwriting  syndicates  may  stipulate  various 
conditions  in  regard  to  method  and  time  of  redemption.  The 
outline  of  methods  and  the  discussion  thereof  which  follows  is 
based  on  the  average  manufacturing  or  trading  corporation  of 
medium  size,  which,  after  having  been  successful  enough  to 
survive  for  a  number  of  years  on  original  capital  raised  through 
sale  of  stock,  has  raised  additional  capital  through  sale  of  mort- 
gage or  debenture  bonds  or  redeemable  preferred  stock.  How- 
ever, this  does  not  preclude  the  methods  discussed  from  being 
used  to  advantage,  with  variations  to  suit,  in  corporations  of  any 
kind  or  size. 
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When  directors  have  successfully  floated  a  bond  issue  they 
usually  have  more  or  less  definite  ideas  as  to  how  it  will  be  paid 
off,  but  they  seldom  give  much  thought  at  that  time  to  how  the 
capital  supplied  through  this  medium  will  be  replaced  at  maturity. 
Still,  for  any  set  of  men  guiding  the  activities  of  a  corporation 
with  its  future  existence  and  prosperity  at  heart,  there  is  no 
better  time  than  this  to  think,  at  least  to  some  extent,  of  what 
method  they  will  use  to  raise  capital  when  the  present  issue 
matures.  Will  they  borrow  money  again  on  a  similar  costly  basis 
or,  better  still,  will  they  during  the  life  of  the  bonds  provide  to  re- 
place this  capital  with  accumulated  profits  earned  by  the  business  ? 

There  are  four  commonly  used  methods  for  redeeming  out- 
standing indebtedness.  Some  provide  merely  for  redemption, 
some  for  replacement  and  one  for  both.  They  can  be  designated 
briefly  as  follows : 

1 — Reserve  method; 
2 — Ordinary  sinking-fund  method; 
3 — Continual  redemption  sinking-fund  method; 
4 — Combined  continual  redemption  sinking-fund  and 
reserve  for  sinking-fund  method. 

The  four  methods  are  of  course  subject  to  variation  in  detail 
to  fit  particular  business.  Their  general  characteristics  are  given 
below : 

RESERVE  METHOD 

%      In  the  reserve  method  an  appropriation  is  periodically  set  aside 
from  surplus  in  a  reserve  account. 
Advantages 

It  prevents  payment  of  assets  (cash)  out  of  the  business  in 
dividends  that  should  be  used  for  redemption  of  debt. 

It  provides  that  the  amount  of  profits  so  set  aside  shall  be 
invested  in  the  business  where  they  will  earn  a  higher  rate  of 
return  than  if  invested  in  securities. 

It  provides  for  replacement  of  capital  now  provided  through 
medium  of  the  bonded  indebtedness. 
Disadvantages 

It  does  not  insure  that  cash  will  be  available  at  date  of  pay- 
ment. On  long-term  bond  issues  due  at  one  date  this,  in  the  first 
few  years  after  issue,  is  not  as  important  as  in  short-term  bonds 
or  those  with  instalment  maturities. 
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ORDINARY  SINKING-FUND  METHOD 

In  this  method  an  annuity  is  set  aside  out  of  cash,  which, 
invested  in  securities  and  compounded  at  the  effective  rate  of  said 
securities,  will  be  of  sufficient  amount  at  time  of  maturity  of 
indebtedness  to  equal  it. 
Advantages 

The  only  advantage  of  this  method  is  that  it  provides  that 
sufficient  cash  shall  be  on  hand  at  maturity  date  so  that  working 
funds  are  not  suddenly  impaired.     This  in  the  first  years  of  a 
long-term  issue  is  of  doubtful  worth. 
Disadvantages 

The  principle  of  investing  a  firm's  assets  in  another  business  to 
pay  off  its  own  indebtedness  is  a  poor  one. 

The  money  was  borrowed  to  produce  income  through  the 
medium  of  the  borrower's  business.  This  method  prevents  an 
ever-increasing  portion  of  it  from  so  doing  because  it  deliberately 
places  the  money  in  another  business.  Investing  the  sinking  fund  in 
the  obligations  of  corporations  or  municipalities  is  equivalent  to  this. 

If  a  company  has  to  invest  its  capital  in  another  business  to 
enable  it  to  produce  income  enough  to  pay  interest  on  its  own 
obligations,  the  natural  inference  is  that  it  is  in  the  wrong 
business. 

The  lender  who  induces  the  borrower  to  agree  to  a  sinking 
fund  of  this  nature  with  the  express  stipulation  that  it  be  invested 
in  "good"  securities  has  this  exact  point  in  mind,  as  the  division 
of  the  money  lent  between  two  or  more  private  corporations  lessens, 
his  risk.  Again,  if  it  is  stipulated  that  the  fund  be  invested  in  the 
obligations  of  federal  or  other  political  divisions  his  risk  is 
lessened  to  even  a  greater  extent  with  a  further  restriction  on  the 
earning  power  of  the  money  placed  in  the  fund. 

This  method  makes  no  provision  for  replacement  of  the  capital 
represented  by  the  bond  issue.  If  earnings  are  good  in  spite  of 
the  setting  aside  of  working  capital  in  the  sinking  fund,  but  the 
surplus  is  kept  at  a  nominal  figure  through  the  payment  of  large 
dividends  and  no  new  stock  is  sold,  it  will  mean  that  after  ma- 
turity a  new  bond  issue  must  be  floated  to  provide  necessary  capital 

CONTINUAL  REDEMPTION   SINKING-FUND  METHOD 
The  continual  redemption  sinking-fund  method  provides  for 
setting  aside  out  of  cash  a  fund  which  is  used  to  purchase,  usually 
in  the  open  market,  the  company's  own  obligations. 
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Advantages 

At  first  glance  this  method  is  similar  to  method  No.  2  with  one 
variation.  However,  it  is  this  variation  which  gives  this  method 
any  advantages  it  possesses  over  the  second  method. 

It  is  particularly  advantageous  if  instalment  maturities  have 
to  be  considered  and  where  premiums  are  to  be  paid  at  maturity. 

It  accomplishes  what  the  second  method  does  in  having  ready 
cash  available  but  goes  further,  inasmuch  as  it  utilizes  the  cash 
immediately  by  purchasing  the  company's  own  obligations,  thereby 
simultaneously  reducing  its  indebtedness. 
D  isadvan  tages 

The  direct  result  of  this  method  is  to  reduce  liabilities  by 
reducing  assets.  No  business  can  grow  on  this  basis.  If  bonded 
obligations  are  incurred  it  is  usually  to  increase  facilities  in  order 
to  increase  production  or  directly  to  increase  working  capital. 
Unless  some  other  factor  is  working  to  replace  this  capital  it 
cannot  be  paid  out  of  assets  without  detriment  to  the  business. 
The  disadvantage  discussed  in  method  two — viz.,  taking  money 
out  of  working  capital — applies  to  some  extent  here. 

COMBINED  CONTINUAL  REDEMPTION   SINKING-FUND  AND 
RESERVE  FOR  SINKING-FUND  METHOD 

The  fourth  method  has  two  phases: 

(a)  Setting  aside  an  annuity  out  of   cash  in  a  sinking 
fund,  which,  invested  in  the  company's  own  obliga- 
tions, gradually  redeems  them; 

(b)  Setting  aside  out  of  surplus  in  a  reserve  for  sinking 
fund  an  amount  equivalent  to  the  annuity  placed  in 
the  sinking  fund. 

Interest  on  bonds  paid  by  the  company  into  its  own 
sinking  fund  are  added  to  the  fund  and  credited  to 
the  reserve  for  sinking  fund. 

This  method  or  combination  of  methods,  in  the  writer's 
opinion,  is  subject  to  less  criticism  than  any  of  the  others.  It 
contains  the  best  characteristics  of  all  of  them  and  eliminates 
most  of  their  disadvantages. 

It  may  be  said  to  be  ambitious,  as  it  lays  down  a  large  pro- 
gramme, but  if  followed  it  not  only  accomplishes  all  the  results 
described  as  desirable  in  the  methods  previously  discussed,  but 
goes  much  further  inasmuch  as  it  provides  a  definite  plan  of 
action  for  the  time  when  the  bond  issue  matures. 
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Economically  and  as  a  good  business  proposition  to  the  stock- 
holders they  should  some  day  themselves  provide  the  capital  they 
are  now  borrowing.  Whether  after  they  do  this  it  may  be 
necessary  to  borrow  more  for  further  expansion  or  not  has  no 
effect  on  the  case  in  point.  This  method  provides  a  gradual 
redemption  of  outstanding  obligations  and  the  gradual  accumu- 
lation of  sufficient  profit  in  a  reserve  to  replace  the  original  in- 
debtedness at  maturity. 

As  soon  as  periodical  payments  of  cash  are  made  to  the  sink- 
ing fund  they  are  used  to  purchase  or  redeem  the  company's  own 
obligations.  This  is  usually  done  in  the  open  market,  but  under 
certain  conditions  negotiations  can  be  conducted  directly  with  the 
holders. 

As  these  payments  into  the  fund  are  made  an  appropriation  of 
equal  amount  is  made  from  surplus  into  reserve  for  sinking  fund. 
This  insures  that  payments  out  of  working  capital  to  the  sinking 
fund  are  permanently  replaced  by  accretions  to  some  class  of 
assets.  It  is  a  retention  of  profits  in  the  business  and  the  reserve 
is  part  of  the  equity  of  the  holders  of  the  common  stock.  It  in- 
creases in  the  same  proportion  that  the  bonded  indebtedness 
decreases,  which  is  another  way  of  saying  that  the  common  stock- 
holders are  leaving  part  of  their  share  of  the  profits  in  the 
business  to  replace  that  portion  of  the  loan  that  has  been  paid. 

When  interest  is  paid  on  the  bonds  the  portion  payable  on 
those  bonds  which  have  been  purchased  is  put  into  the  sinking 
fund  and  credited  to  the  reserve  for  sinking  fund.  Therefore  the 
two  accounts  increase  at  exactly  the  same  rate. 

At  maturity  of  the  indebtedness  the  reserve  for  sinking  fund 
is  placed  back  in  surplus.  A  stock  dividend  can  then  be  declared. 
This  means  that  the  owners  of  the  corporation  have  paid  off  the 
money  borrowed  and  replaced  it  with  their  own,  which  in  my 
humble  opinion  is  as  it  should  be. 

The  one  disadvantage— if  it  may  be  called  that — of  the  last 
method  lies  in  its  completeness.  It  is  not  complicated  or  intricate 
but  in  some  phases  it  provides  for  a  plan  of  action  which  is  not 
to  be  executed  for  some  years.  All  sorts  of  conditions  might 
arise  that  would  make  execution  impossible.  Nevertheless,  this 
possibility  considered  to  the  full  does  not  prevent  carrying  out 
the  plan  as  far  as  possible  nor  imply  in  the  least  that  its  principles 
are  unsound. 
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By  D,  N.  LEHMER 

The  problem  of  finding  the  interest  rate  of  an  investment  is 
one  that  often  confronts  the  business  man  and,  in  the  absence  of 
sufficiently  extended  tables,  is  apt  to  give  him  no  little  trouble. 
For  the  functions  which  give  the  present  value  and  the  amount 
of  annuities,  straight-line  interpolation  is  untrustworthy.  Thus 
in  Accountancy  and  Investment,  by  Sprague,  revised  by  Perrine, 
on  page  221  is  given  a  solution  by  interpolative  methods  of  the 
problem  to  find  the  income  rate  of  a  4  per  cent,  bond  for  $1,000,000 
due  in  100  years,  and  bought  for  1,264,806.66.  The  author  finds 
the  income  rate  to  be  3.1318509  per  cent,  and  calculates  the  value 
of  the  bond  at  the  rate  3.131851  per  cent,  to  be  1,264,806.6645. 
Such  extraordinary  accuracy  in  the  use  of  the  tables  seemed  to 
warrant  investigation  and  the  writer  found  that  only  the  first 
four  figures  of  the  income  rate  were  correct,  and  the  value  of  the 
bond,  computed  at  the  rate  of  3.131851  per  cent,  is  $1,262,003.60, 
which  is  about  $3,000  too  small.  This  error,  which  has  likely 
enough  been  noted  before,  illustrates  the  danger  of  depending  on 
interpolative  methods  in  problems  of  this  sort. 

The  determination  of  the  income  rate  is  found  to  depend  on  an 
equation  of  degree  at  least  as  high  as  n  where  «  is  the  number  of 
years  covered  by  the  transaction,  which  accounts  for  the  inade- 
quacy of  the  straight-line  approximation.  There  is  no  theoretical 
difficulty  involved  in  the  actual  solution  by  Horner's  method  of 
these  equations  of  high  degrees,  but  this  method  becomes  intoler- 
able for  equations  of  degree  higher  than  three  or  four.  The  usual 
method  of  attack  seems  to  be  to  simplify  the  equation  by  the 
omission  of  terms  of  higher  degree  than  the  second,  the  interest 
rate  being  usually  small  enough  to  warrant  such  simplification. 
Further  approximations  are  made  by  methods  easily  available  to 
one  familiar  with  the  processes  of  the  theory  of  equations. 

It  occurred  to  the  writer  that  the  method  of  Newton  might  be 
used  to  furnish  a  "correction  formula"  that  could  be  applied 
without  much  difficulty  to  better  the  approximation  obtained  from 
tables.  The  method  is  particularly  valuable  in  that  the  trial 
value  of  the  root  may  be  above  or  below  the  true  value,  and  so 
the  closest  tabular  value  is  available.  The  sign  of  the  correction 
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is  taken  care  of  by  the  formula  itself.  The  method  requires  no 
mathematical  equipment  beyond  the  ability  to  substitute  numbers 
in  a  formula. 

Consider  first  the  simple  problem  of  computing  the  rate  of 
interest  on  a  bond  redeemable  at  par  and  bought  for  a  certain 
amount.  We  use  the  customary  notation: 

C  =  the  redemption  value. 

A  =  the  price  paid  for  the  bond. 

it  =  the  number  of  years  before  redemption. 

r  =  the  dividend  rate. 

v  =//(/  +  *),  where  i  is  the  unknown  rate  of  interest. 

an  =  present  value  of  an  annuity  for  n  years,  at  the  unknown  rate  i. 

We  then  have  to  solve  the  equation 

A  =  C(v»  +  ran) 

(See  Skinner,  Mathematical  Theory  of  Investment,  p.  129.) 
Put  now  A/C  =  M  and  write 

y  =  r"  +  ran  —  M  ; 

then  we  seek  to  determine  i  so  that  y  =  0.  Newton's  method  is  to 
choose  an  approximate  value  of  i  and  take  for  correction 

c  =  —  y/y' 

where  y'  is  the  first  derivative  of  y  with  respect  to  i.  Taking  the 
well-known  formula  for  Gn  (Skinner,  p.  82)  it  is  not  difficult  to 
get  the  following  general  formula  for  the  correction. 


(1) 


In  applying  the  method  we  find  from  the  tables  or  otherwise  an 
approximate  value  of  i.  We  substitute  this  value  in  (1)  and 
determine  the  correction.  If  this  corrected  value  is  not  accurate 
enough,  substitute  it  again  in  the  correction  formula  and  determine 
again  the  further  correction.  Proceed  with  this  corrected  value 
as  before.  The  accuracy  at  any  stage  is  determined  by  the  value 
of  c. 

As  an  example  we  may  take  the  problem  mentioned  in  the 
first  paragraph.    We  have  here 

M  =  1.264,806,66 
n  =100 
f   =.04 

The  tables  indicate  that  the  rate  lies  somewhere  between  3  per 
cent,  and  4  per  cent.  We  enter  the  correction  formula  with 
i  =  .03.  The  tables  give  for  this  value  of  i 

tf"  =  .0520328 
from  which  we  get,  on  dividing  by  1.03 

v*n  =  .05058728 
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Entering  with  these  values  into  the  formula  we  find 

c  =  +  .00126 
which  added  to  the  assumed  rate,  .03,  gives  for  the  corrected  rate 

i  =  .  03126 

We  enter  the  correction  formula  now  with  this  value  of  i  and  get 
for  correction 

c  =  .0000505 
which  added  to  .03126  gives  for  a  new  trial  value 

i  =  .0313105 
The  correction  obtained  from  this  value  of  i  turns  out  to  be 

c  =  _  .00000008 
so  that  the  value  of  i  true  to  one  part  in  one  hundred  million  is 

i  =  .03131041 

Using  this  value  of  i  the  amount  of  the  bond  comes  out 

A  =  $1,264,813.78 
which  is  still  $7.12  too  large. 

A  slightly  more  complicated  problem  arises  when  the  redemp- 
tion price  is  different  from  the  face  of  the  bond.  If  the  redemp- 
tion price  is  R  and  the  other  letters  have  the  same  meaning  as 
before,  we  get  the  correction  formula 


The  application  of  this  formula  is  as  before.  A  trial  value 
of  *  is  substituted  in  the  formula  and  the  resulting  correction  is 
added  or  subtracted  according  to  its  sign.  As  a  numerical  example 
we  give  the  following  problem  which  would  ordinarily  arise  only 
under  war  or  panic  conditions. 

A  bond  for  $1,000  with  interest  at  8  per  cent,  nominal  payable 
four  times  a  year,  and  redeemable  in  seven  years  for  $1,250,  was 
bought  for  $950.  Find  the  rate  of  interest  on  the  investment. 

We  compute  the  interest  per  quarter  year  and  take 

n  =  28   #=  1,250;  r  —  .02   A  =  m    C  =  1,000 
The  interest  rate  will  be  somewhere  in  the  neighborhood  of 
3  per  cent,  as  can  be  easily  verified  from  tables.    Taking  this  value 
of  i  we  get  a  correction 

c  =  —.00146, 
which  gives  for  a  new  trial  value  of  i 

i  =  .02854 

It  is  hardly  worth  while  to  correct  this  value  further,  as  the  value 
of  the  bond  computed  with  this  interest  is  found  to  be  $950.55. 
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Another  problem  which  arises  is  to  find  the  rate  of  interest  at 
which  an  annuity  of  C  per  period  for  n  periods  will  amount  to 
a  given  sum  A.  Writing,  as  before  M  =  C/A,  the  equation  to  be 
solved  is 

y  =  j.  —  M  =  O 

where  sn,  the  amount  of  the  annuity,  is  given  by  the  well-known 
formula 


The  correction  formula  corresponding  to  this  equation  is  easily 
found  to  be 

i  +  Mi—  (i  +  t)n 


As  a  numerical  example  we  may  take  the  one  found  on  page 
109  of  Skinner's  Mathematical  Theory  of  Investment.  It  is  re- 
quired to  find  the  rate  of  interest  at  which  an  annuity  of  1  per 
annum  will  amount  to  $12.50  in  ten  years.  From  the  tables  the 
nearest  value  of  i  is  5  per  cent.  Putting  i  =  .05  in  the  correction 
formula  we  easily  obtain 

c  =  —.001326, 

which  gives  for  the  next  trial  value  of  i 
i  =  .04867 

Another  problem  which  may  arise  is  to  find  the  rate  of  interest 
such  that  an  annuity  of  C  period  for  n  periods  shall  have  a  present 
value  equal  to  A.  Calling  as  before,  M  —  A/C  we  have  to  solve 
the  equation 


t 

The  correction  formula  turns  out,  in  this  case,  to  be 


A  numerical  example  of  this  problem  is  given  on  page  113  of 
Skinner.  To  find  the  rate  of  interest,  given  the  present  value  of 
an  annuity  of  $100  a  year,  payable  annually  for  ten  years  as  $780. 
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Here  M  =  7.8  and  the  tables  give  i  as  lying  between  4.5  per 
cent,  and  5  per  cent,  with  a  slight  preference  for  $5  per  cent.  We 
put  this  value  in  the  correction  formula  and  derive 

c  =  —.00208 
which  gives 

j  =  .04791 

With  this  value  of  i  an  annuity  of  $100  a  year  for  ten  years  will 
be  found  to  have  a  present  value  of  $780.07. 

It  is  to  be  observed  that  in  the  problems  that  ordinarily  arise 
only  one  correction  is  necessary,  and  that  the  quantities  that  are 
to  be  substituted  in  the  correction  formula  are  obtainable  from  the 
available  tables  on  z/n  and  (1  +  i)n. 
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Value  versus  Cost  in  Taxation 

The  decision  of  the  United  States  supreme  court,  dated  May 
16,  1921,  in  the  case  of  La  Belle  Iron  Works  versus  the  United 
States,  is  of  unusual  interest  to  accountants  in  that  another  well- 
known  tenet  of  the  accounting  profession  is  now  recognized  as 
the  law  at  least  with  respect  to  its  bearing  upon  excess-profits-tax 
matters.  Appreciation  of  assets  it  has  been  ruled  is  not  an 
allowable  item  of  invested  capital. 

The  full  text  of  this  decision  will  be  found  in  the  Income-tax 
Department  of  this  issue  of  THE  JOURNAL  OF  ACCOUNTANCY. 

The  corporation  involved  in  this  suit  acquired  ore  lands  prior 
to  the  year  1904  for  which  it  paid  $190,000.  Subsequent  to 
the  acquisition  and  prior  to  1912,  a  valuable  deposit  of  ore  was 
discovered  which  it  is  stated  had  an  actual  cash  value,  at  time  of 
the  discovery,  of  $10,105,400.  In  the  year  1912  the  corporation 
increased  the  value  of  these  lands  upon  its  books  by  adding  to 
the  amount  previously  shown  therein,  presumably  $9,915,400, 
though  the  printed  decision  states  it  at  $10,000,000,  crediting 
surplus  account  with  this  amount.  In  the  same  year  the  company 
retired  its  then  capital  stock  and  issued  in  its  stead  $9,915,000 
of  preferred  stock  and  a  like  amount  of  common.  It  is  assumed 
by  the  court  that  the  preferred  stock  represented  the  net  assets 
at  cost  and  that  the  common  stock  represented  the  speculative 
value  of  the  ore  lands  at  that  date. 

The  corporation  contended  that  this  increased  value  of  land 
should  be  included  in  invested  capital  for  excess-profits-tax  pur- 
poses, under  the  provision  of  the  1917  Revenue  Act  as  "paid  in 
or  earned  surplus  and  undivided  profits."  Second,  that  within 
the  meaning  of  clause  2  of  Section  207  of  that  law,  the  stock 
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of  the  corporation  issued  in  1912,  including  that  issued  for  the 
appreciation  of  the  value  of  its  assets,  was  "the  actual  cash  value 
of  tangible  property  paid  in  other  than  cash,  for  stock  or  shares 
in  such  corporation,"  either 

"(a)  by  the  tangible  assets,  including  the  ore  properties 

at  their  increased  value,  or 

(b)  by  the  surrender  of  all  the  certificates  representing 
the  old  common  stock,  which,  it  is  said,  had  an 
actual  cash  value  equal  to  double  its  par" 

and,  "Third,  that  the  construction  put  upon  the  act  by  the  treasury 
department,  based,  as  it  is  said,  not  upon  value  but  upon  the 
single  feature  of  cost,  disregarding  time  of  acquisition,  would 
render  the  act  unconstitutional  as  a  deprivation  of  property  with- 
out due  process  under  the  fifth  amendment,  because  so  arbitrary 
as  to  amount  in  effect  to  confiscation;  and  hence  that  this  con- 
struction must  be  avoided." 

The  court  did  not  interpret  the  law  as  supporting  the  above 
contentions  and  after  due  deliberation  decided  against  the  La  Belle 
Iron  Works. 

One  can  easily  imagine  the  ingenuity  shown  in  the  construc- 
tion of  the  case  for  the  La  Belle  Iron  Works  by  its  counsel,  for 
the  language  of  the  revenue  act  of  1917,  perhaps,  cannot  be  said 
to  be  so  well  chosen  as  to  clearly  convey  its  meaning  and  the  clear 
intent  of  the  makers  of  the  law. 

It  has  been  said  that  "Language  conceals  the  truth."  Upon 
first  reading  some  of  the  provisions  of  the  revenue  act  of  1917 
the  full  meaning  of  the  statement  contained  in  the  above  quota- 
tion was  impressed  upon  many  of  us. 

No  reflection  is  intended  upon  the  drafters  of  the  law,  in  fact 
we  now  have  a  marked  appreciation  of  the  wisdom  shown  in  its 
construction,  for  it  has  stood  the  test  of  a  number  of  determined 
attacks.  We  must  notice,  however,  in  the  decision  rendered  in 
this  case,  that  the  court  made  much  of  its  knowledge  of  what 
congress  intended  when  the  law  was  passed,  and  in  view  of  the 
known  intention  interpreted  the  language  quite  clearly  in  con- 
formity therewith. 

An  instance  in  point  might  be  cited  from  the  following,  quoted 
from  section  207  of  the  revenue  act  of  1917,  defining  invested 
capital : 
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"In  the  case  of  a  corporation  or  partnership : 

(1)  Actual  cash  paid  in, 

(2)  the  actual  cash  value  of  tangible  property  paid  in 
other  than  cash,  for  stock  or  shares  in  such  cor- 
poration or  partnership,  at  the  time  of  such  pay- 
ment (but  in  case  such  tangible  property  was  paid 
in  prior  to  January  1,  1914,  the  actual  cash  value 
of  such  property  as  of  January  1,  1914,  but  in  no 
case  to  exceed  the  par  value  of  the  original  stock 
or  shares  specifically  issued  therefor),  *  *  *" 

The  counsel  for  La  Belle  Iron  Works,  it  is  evident,  relied 
somewhat  upon  the  language  included  between  the  brackets  to 
support  its  contention  that  the  appreciation  should  be  included  in 
invested  capital.  We  fancy  this  language  seemed  to  fit  one  phase 
of  the  case  of  La  Belle  Iron  Works  very  nicely,  the  main  stum- 
bling block,  however,  being  the  six  words  just  preceding  the 
matter  contained  in  the  parenthesis  which  read :  "at  the  time  of 
such  payment."  Reading  section  207  without  intimate  knowledge 
of  the  intent  of  its  framers,  one  might  be  excused  for  entertaining 
doubt  as  to  whether  or  not  the  quoted  proviso  modified  the 

definition  contained  within  the  brackets. 
*         *         *         * 

Of  the  many  important  decisions  of  the  United  States  supreme 
court  during  the  past  two  court  terms,  there  seem  to  be  none  of 
greater  importance  to  accountants  than  that  in  which  it  was  de- 
cided that  stock  dividends  were  not  to  be  considered  income  to 
the  recipients  of  the  dividend;  that  in  which  the  court  ruled  that 
the  gain  realized  from  sale  of  capital  assets  is  income;  and  that 
in  which  the  court  ruled  that  the  appreciated  portion  of  the  value 
of  assets  could  not  be  included  in  a  computation  of  invested 
capital  for  excess-profits-tax  purposes. 

There  may  have  been  other  decisions  handed  down  during 
that  period  of  more  far-reaching  importance,  but  we  can  conceive 
of  none  the  effect  of  which  is  more  directly  felt  by  all,  than 
those  bearing  upon  our  comparatively  new  method  of  taxing  in- 
come. Federal  taxes  up  to  five  years  ago  were  exacted  in  such 
an  indirect  manner  that  to  the  mass  they  meant  nothing  more 
than  a  somewhat  abstruse  economic  question,  which  must  be  de- 
cided at  the  polls  every  four  years,  but  since  so  many  of  our 
citizens  now  have  to  reckon  with  income  tax  as  a  part  of  their 
personal  budget,  any  decision  upon  these  tax  matters  becomes  at 
once  a  subject  of  considerable  moment. 
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The  daily  newspapers  devote  much  space  to  the  subject,  not 
only  to  those  items  dealing  with  the  present  law,  but  to  the  pro- 
posed measures  to  take  the  place  of  the  excess-profits-tax  law, 
which  latter,  the  majority  of  opinion  seems  to  consider  as  of  no 
further  value ;  first,  for  the  reason  that  it  is  thought  that  because 
of  the  shrinkage  of  profits,  the  law,  if  left  in  effect,  would  fail 
as  a  producer  of  revenue,  and,  second,  because  it  has  been  termed 
burdensome  to  business  as  a  whole. 

The  particular  reason  the  three  above-mentioned  decisions  seem 
to  accountants  of  unusual  importance,  however,  is  that  in  each 
instance  the  court  after  careful  consideration  has  ruled  upon  the 
various  questions  brought  to  its  attention  strictly  in  accordance 
with  the  best  theory  and  practice  of  modern  accountancy.  The 
fact  that  the  supreme  court  of  the  United  States  has  passed  upon 
these  matters  takes  them  out  of  the  state  in  which  they  may  have 
been  considered  more  or  less  controversial  and  projects  them 
before  the  laity  as  dignified  precedents,  if  not  actual  rules. 

While  our  brethren  of  the  profession  of  the  law  have  our 
admiration  and  respect,  this  attitude  toward  them  we  have  been 
obliged  to  modify  at  times  upon  observing  their  lack  of  clear 
thinking  when  they  enter  the  field  of  accountancy.  It  is  refresh- 
ing, therefore,  when  so  eminent  a  body  of  that  profession,  as  the 
supreme  court  of  the  United  States,  observes,  as  it  does  in  the 
case  of  the  La  Belle  Iron  Works  versus  the  United  States,  that 

"There  is  a  logical  incongruity  in  entering  upon  the  books 
of  a  corporation  as  the  capital  value  of  property  acquired 
for  permanent  employment  in  its  business  and  still  re- 
tained for  that  purpose  a  sum  corresponding  not  to  its 
cost  but  to  what  probably  might  be  realized  by  sale  in 
the  market" 

or  as  it  observes  in  the  Eisner  versus  Macomber  case: 

"Income  may  be  defined  as  a  gain  derived  from  capital, 
from  labor,  or  from  both  combined,  provided  it  be  un- 
derstood to  include  profit  gained  through  sale  or  con- 
version of  capital  assets." 

That  books  of  account  should  not  be  so  kept  as  to  reflect 
anticipated  or  unrealized  profits  is  common  knowledge  in  the 
accountancy  profession;  and  that  the  statistics  extracted  there- 
from should  represent  cost  and  not  value  is  also  well  known  to 
accountants,  but  these  facts  are  not  so  generally  understood  by 
the  laity. 
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Value  is  a  term,  the  meaning  of  which  is  illusive.  We  all  use 
it  more  or  less  intelligently  in  our  daily  lives  and  it  is  the  subject 
of  daily  consideration  in  our  dealings  with  our  fellows,  but  who 
can  accurately  say  what  the  value  of  any  particular  commodity  is  ? 

Richard  the  Third  is  quoted  as  having  placed  a  rather  abnormal 
value  upon  a  horse  at  a  critical  time  in  his  career. 

What  is  the  value  of  unmined  ore  of  a  known  metallurgical 
content,  if  that  accurately  could  be  known,  while  it  is  still  under- 
ground? If  one  could  exactly  estimate  the  cost  of  mining  it  and 
transporting  it  to  its  accustomed  market  and  then  forecast  the 
exact  waste  they  would  be  sustained  in  the  several  processes  of 
producing  and  transporting  it,  as  well  as  the  exact  price  that 
would  be  realized  upon  its  sale,  the  present  worth  of  the  profit 
that  would  eventually  be  realized  might  be  computed.  It  is  difficult 
to  conceive  of  any  individual  or  set  of  individuals  who  could  even 
approximate  these  costs  and  profits  in  order  to  fit  themselves 
with  an  authoritative  opinion  of  the  value,  at  any  given  time, 
attaching  to  the  ore  in  the  ground. 

In  the  case  of  La  Belle  Iron  Works  versus  the  United  States 
upon  which  the  supreme  court  gave  its  opinion  May  16,  1921,  the 
corporation  contended  that  there  should  be  included  as  invested 
capital  an  appreciation  of  nine  million,  nine  hundred  thousand 
dollars,  resulting  from  its  appraisal  of  value  of  ore  in  its  ground, 
which  appraisal  was  made  by  it  in  1912. 

Whether  the  appraised  value  set  up  in  the  corporation's  books 
was  too  high  or  too  low  had  no  bearing  upon  the  subject  at 
issue  and  apparently  was  not  considered  by  the  court-  That  it 
has  no  bearing  can  be  admitted  without  weakening  a  desire  to 
speculate  upon  what  valuation  would  have  been  put  upon  the  ore 
lands  in  1917  or  1918,  or,  on  the  other  hand,  what  value  would 
have  been  considered  proper  if  congress  had  considered  unearned 
increment  a  proper  subject  for  taxation. 

Logically  considered,  books  of  account  should  be  kept  so  as  to 
reflect  cost  and  not  value  and  this  is  the  theory  at  the  base  of 
accounting  structure.  However,  accountancy  contemplates  as  a 
cost  the  exhaustion,  wear  and  tear  that  naturally  takes  place  in 
some  of  the  assets  for  which  it  sets  out  to  be  the  financial  historian. 
As  this  exhaustion,  wear  and  tear  must  be  the  subject  of  conjec- 
ture and  educated  speculation,  in  endeavoring  to  estimate  this 
annual  cost,  accountancy  enters  into  what  has  been  termed  "a 
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twilight  zone."  But  it  must  be  remembered  that  the  accountant 
entering  this  zone,  however  inaccurate  his  estimate  may  be,  only 
contemplates  the  cost  of  the  asset  subject  to  the  depreciation,  and 
hence  is  logical  in  his  pursuit  of  recording  cost  and  not  value. 

The  recording  of  depreciation,  as  often  has  been  pointed  out, 
does  not  indicate  a  desire  upon  the  accountant  to  show  reduction 
of  value,  but  rather  indicates  his  desire  to  show  the  quota  of 
original  cost  that  has  been  lost  by  natural  deterioration,  which 
must  be  taken  into  account  if  the  capital  originally  invested  is  to 
be  kept  intact. 

Another  respect  in  which  accounting  departs  from  a  strict 
adherence  to  the  idea  of  reflecting  cost  is  in  following  the  rule  of 
pricing  inventories  at  "cost  or  market,  whichever  is  lower." 

While  this  method  is  not  strictly  in  accordance  with  the  basic 
theory,  it  has  the  sanction  of  the  best  commercial  practice  and  is 
recognized  as  a  necessary  departure  from  the  cost  method  by  the 
accounting  profession  on  the  theory,  as  has  been  observed  by  a 
leading  member  of  our  profession,  that  "losses  may  be  admitted, 
but  profits  must  be  proved."  This  observation  grew  out  of  the 
contemplation  of  the  fact  that  profits  cannot  be  realized  before 
sale  of  the  commodity  dealt  in,  but  a  loss  "may  be  occasioned  by 
physical  destruction  or  deterioration  of  property  included  in  an 
inventory,  or  it  may  be  occasioned  by  shrinkage  in  market  value," 
and  where  such  losses  are  sustained,  "even  though  not  fully  con- 
summated by  a  sale  of  the  goods,  the  fact  should  be  recognized." 

The  court  in  one  of  the  closing  paragraphs  of  its  printed  de- 
cision, referring,  however,  simply  to  capital  assets,  has  put  the 
thought  in  a  nutshell,  in  making  the  following  observation : 

"Whether  in  a  given  case  property  should  be  carried 
in  the  capital  account  at  market  value  rather  than  at  cost 
may  be  a  matter  of  judgment,  depending  upon  circum- 
stances and  the  local  law.  But  certainly  congress,  in 
seeking  a  general  rule,  reasonably  might  adopt  the  cost 
basis,  resting  upon  experience  rather  than  anticipation." 

In  view  of  the  above  quoted  language,  one  cannot  resist  a 
certain  degree  of  curiosity  as  to  what  the  court  had  in  mind  when 
it  observed 

"We  intimate  no  opinion  upon  the  effect  of  the  act  with 
respect  to  deductions  from  cost  values  of  capital  assets 
because  of  depreciation  or  the  like;  no  question  of  that 
kind  being  involved." 
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Greatly  are  we  tempted  to  speculate  upon  the  probably  un- 
spoken thought  which  induced  the  above  expression. 

The  corporation  undoubtedly  had  computed  depletion  based 
upon  the  fair  market  value  of  the  mineral  deposit  as  of  March 
1,  1913,  which  value  included  the  appreciation  contended  for  in 
this  case.  It  is  just  possible  the  court  had  in  mind  the  apparent 
discrepancy  in  the  logic  of  the  theory  of  allowing  fair  market 
value  March  1,  1913,  for  depreciation  and  depletion  purposes  but 
not  allowing  it  for  purposes  of  invested  capital. 

As  has  been  pointed  out,  there  is  no  real  discrepancy  here,  for 
while  congress  through  the  adoption  of  the  sixteenth  amendment, 
for  the  purpose  of  determining  income,  is  obliged  to  recognize  as 
capital  the  fair  market  value  of  property  at  March  1,  1913,  no 
such  obligation  rested  upon  it  to  consider  fair  market  value  at 
that  date,  in  seeking  the  basis  upon  which  the  taxable  portion  of 
income  is  to  be  computed. 

We  venture  no  opinion  as  to  that  part  of  the  decision  which 
treats  of  the  disallowance  of  appreciated  value  as  if  it  were  a 
violation  of  a  citizen's  rights  guaranteed  by  the  fifth  amendment 
of  the  constitution  of  the  United  States.  This  phase  is  one  dear 
to  the  mind  accustomed  to  deal  with  legal  matters  and  the  present 
case  must  be  one  of  great  interest  to  him. 

We  can  sense,  however,  from  the  manner  in  which  the  court 
handled  this  phase  of  the  subject,  that  it  has  been  permanently 
settled. 

The  company's  counsel  contended  that  in  basing  invested  capital 
upon  actual  costs  to  the  exclusion  of  higher  estimated  values  there 
was  produced  arbitrary  discriminations  raising  doubts  about  its 
constitutionality.  The  court  pointed  out  that  the  act  treats  all 
corporations  and  partnerships  alike  so  far  as  they  are  similarly 
circumstanced,  and  its  conclusion  upon  this  matter  was : 

"If  in  its  application  the  tax  in  particular  instances  may 
seem  to  bear  upon  one  corporation  more  than  upon 
another,  this  is  due  to  differences  in  their  circumstances, 
not  to  any  uncertainty  or  want  of  generality  in  the 
tests  applied." 


Income-tax  Department 

Edited  by  STEPHEN  G.  RUSK 

There  were  a  number  of  matters  prepared  to  appear  in  this  department 
of  the  July  issue  of  THE  JOURNAL  OF  ACCOUNTANCY,  but  because  of  the 
lack  of  space  and  the  greater  importance  of  the  decision  of  the  United  States 
supreme  court  in  the  case  of  La  Belle  Iron  Works,  we  simply  publish  the 
latter  decision,  as  follows : 

SUPREME  COURT  OF  THE  UNITED  STATES 

No.  453— OCTOBER  TERM,  1920. 
La  Belle  Iron  Works,  Appellant,    |    Appeal    irQm   the    Court 

The  Unke'd  States.  j        of  Claims' 

[May  16,  1921.] 

Mr.  Justice  PITNEY  delivered  the  opinion  of  the  court. 

The  court  of  claims  dismissed  appellant's  petition  which  claimed 
a  refund  of  $1,081,184.61,  alleged  to  have  been  erroneously  assessed 
and  exacted  as  an  "excess  profits  tax"  under  title  II  of  the  revenue 
act  of  1917  (Act  of  October  3,  1917,  Ch.  63,  40  Stat.  300,  302,  et  seq.). 
The  case  involves  the  construction  and  application  of  those  provisions 
by  which  the  deduction  from  income,  for  the  purposes  of  the  tax,  is 
measured  by  the  "invested  capital"  of  the  taxpayer;  and  a  question  is 
raised  as  to  the  constitutionality  of  the  act  as  construed  and  applied. 

Title  I  of  the  act  imposed  "War  Income  Taxes"  upon  individuals 
and  corporations  in  addition  to  those  imposed  by  Act  of  September  8, 
1916  (Ch.  463,  39  Stat.  756).  Title  II  provided  for  the  levying  of 
"War  Excess  Profits  Taxes"  upon  corporations,  partnerships,  and 
individuals.  As  applied  to  domestic  corporations,  the  scheme  of  this 
title  was  that,  after  providing  for  a  deduction  from  income  (sec.  203, 
p.  304)  equal  to  the  same  percentage  of  the  invested  capital  for  the 
taxable  year  which  the  average  amount  of  the  annual  net  income  of 
the  trade  or  business  during  the  pre-war  period  (the  years  1911,  1912, 
and  1913)  was  of  the  invested  capital  for  that  period,  but  not  less  than 
7  nor  more  than  9  per  cent.,  plus  $3,000,  it  imposed  (sec.  201,  p.  303), 
in  addition  to  other  taxes,  a  graduated  tax  upon  the  net  income  beyond 
the  deduction,  commencing  with  20  per  centum  of  such  net  income 
above  the  deduction  but  not  above  15  per  centum  of  the  invested 
capital  for  the  taxable  year,  and  running  as  high  as  60  per  centum  of 
the  net  income  in  excess  of  33  per  centum  of  such  capital.  It  applied 
to  "all  trades  or  businesses,"  with  exceptions  not  now  material  (p.  303). 

What  should  be  deemed  "invested  capital"  was  defined  by  sec.  207 
(p.  306),  which,  so  far  as  pertinent,  is  set  forth  in  a  footnote  on  page  58. 

The  case  was  decided  upon  a  demurrer  to  the  petition,  in  which  the 
facts  were  stated  as  follows:  Appellant  is  a  domestic  corporation  and, 
prior  to  the  year  1904,  acquired  ore  lands  for  which  it  paid  the  sum  of 
$190,000.  Between  that  time  and  the  year  1912  extensive  explorations 
and  developments  were  carried  on  (the  cost  of  which  is  not  stated), 
and  it  was  proved  that  the  lands  contained  large  bodies  of  ore  and 
had  an  actual  cash  value  not  less  than  $10,105,400;  and  at  all  times 
during  the  years  1912  to  1917,  inclusive,  their  actual  cash  value  was 
not  less  than  the  sum  last  mentioned.  In  the  year  1912  the  company 
increased  the  valuation  of  said  lands  upon  its  books  by  adding  thereto 
the  sum  of  $10,000,000,  which  it  carried  to  surplus,  and  thereupon,  in 
the  same  year,  declared  a  stock  dividend  in  the  sum  of  $9,915,400, 
representing  the  increase  in  value  of  the  ore  lands.  Theretofore  appel- 
lant's capital  stock  had  consisted  of  shares  issued,  all  of  one  class, 
having  a  par  value  of  $9,915,400.  The  declaration  of  the  stock  dividend 
was  carried  put  by  the  surrender  to  the  company  of  all  the  outstanding 
stock,  and  its  cancelation,  and  the  exchange  of  one  share  of  new 
common  and  one  share  of  new  preferred  stock  for  each  share  of  the 
original  stock. 
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In  returning  its  annual  net  income  for  the  year  1917  the  company 
stated  its  invested  capital  to  be  $26,322,904.14,  in  which  was  included 
the  sum  of  $10,105,400  as  representing  the  value  of  its  ore  lands.  The 
commissioner  of  internal  revenue  caused  a  re-assessment  to  be  made, 
based  upon  a  reduction  of  the  invested  capital  to  $16,407,507.14;  the 
difference  ($9,915,400)  being  the  increase  in  the  value  of  the  ore  lands 
already  mentioned.  The  result  was  an  additional  tax  of  $1,081,184.61, 
which,  having  been  paid,  was  made  the  subject  of  a  claim  for  refund; 
and  this  having  been  considered  and  rejected  by  the  commissioner, 
there  followed  a  suit  in  the  court  of  claims,  with  the  result  already 
mentioned. 

Appellant's  contentions,  in  brief,  are,  first,  that  the  increased  value 
of  the  ore  lands,  placed  upon  the  company's  books  in  1912,  ought  to  be 
included  in  invested  capital  under  sec.  207  (a)  (3),  as  "paid  in  or 
earned  surplus  and  undivided  profits."  Second,  that  within  the  mean- 
ing of  clause  (2),  which  provides  that  invested  capital  shall  include 
"the  actual  cash  value  of  tangible  property  paid  in  other  than  cash, 
for  stock  or  shares  in  such  corporation,"  the  stock  of  the  company 
issued  in  1912,  consisting  of  $9,915,400  of  preferred  stock  and  an 
equal  amount  of  common,  was  fully  paid  for:  either  (a)  by  the  tan- 
gible assets,  including  the  ore  properties  at  their  increased  value,  or 
(b)  by  the  surrender  of  all  the  certificates  representing  the  old  com- 
mon stock,  which,  it  is  said,  had  an  actual  cash  value  equal  to  double 
its  par.  And,  third,  that  the  construction  put  upon  the  act  by  the 
treasury  department,  based  as  it  is  said  not  upon  value  but  upon  the 
single  feature  of  cost,  disregarding  the  time  of  acquisition,  would 
render  the  act  unconstitutional  as  a  deprivation  of  property  without 
due  process  under  the  fifth  amendment,  because  so  arbitrary  as  to 
amount  in  effect  to  confiscation;  and  hence  that  this  construction  must 
be  avoided. 

Reading  the  entire  language  of  section  207  in  the  light  of  the  cir- 
cumstances that  surrounded  the  passage  of  the  act,  we  think  its  mean- 
ing as  to  "invested  capital"  is  entirely  clear.  The  great  war  in 
Europe  had  been  in  progress  since  the  year  1914,  and  the  manufacture 
and  export  of  war  supplies  and  other  material  for  the  belligerent 
powers  had  stimulated  many  lines  of  trade  and  business  in  this 
country,  resulting  in  large  profits  as  compared  with  the  period  before 
the  war,  and  as  compared  with  ordinary  returns  upon  the  capital 
embarked.  The  United  States  had  become  directly  involved  in  the 
conflict  in  the  spring  of  1917,  necessitating  heavy  increases  in  taxa- 
tion; at  the  same  time  manufactures  and  trade  of  every  description 
were  rendered  even  more  active,  and  in  certain  lines  more  profitable, 
than  before,  so  that  the  unusual  gains  derived  therefrom  formed  a 
natural  subject  for  special  taxation. 

On  the  eve  of  our  entry,  and  in  order  to  provide  a  "Special  Pre- 
paredness Fund"  for  army,  navy,  and  fortification  purposes,  an  Act 
(March  3,  1917;  Ch.  159,  39  Stat.  1000)  was  passed,  which,  in  title  II, 
provided  for  an  excess-profits  tax  on  corporations  and  partnerships 
equal  to  8  per  centum  of  the  amount  by  which  their  net  income  ex- 
ceeded $5,000  plus  8  per  centum  of  the  "actual  capital  invested";  and, 
in  sec.  202  (p.  1001),  defined  this  term  to  mean  "(1)  actual  cash  paid 
the  actual  cash  value,  at  the  time  of  payment,  of  assets  other 
than  cash  paid  in,  and  (3)  paid  in  or  earned  surplus  and  undivided 
profits  used  or  employed  in  the  business,"  but  not  to  include  money  or 
other  property  borrowed. 

The  revenue  act  of  October  3,  1917,  passed  after  we  had  become 
engaged  in  the  war,  took  the  place  of  the  act  of  March  3,  and  embodied 
a  War  Excess  Profits  Tax,"  with  higher  percentages  imposed  upon 
the  income  in  excess  of  deductions  and  a  more  particular  definition  of 
terms.  A  scrutiny  of  the  particular  provisions  of  Section  207  shows 
that  it  was  the  dominant  purpose  of  congress  to  place  the  peculiar  bur- 
len  of  this  tax  upon  the  income  of  trades  and  businesses  exceeding 
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what  was  deemed  a  normally  reasonable  return  upon  the  capital  actu- 
ally embarked.  But  if  such  capital  were  to  be  computed  according  to 
appreciated  market  values  based  upon  the  estimates  of  interested 
parties  (on  whose  returns  perforce  the  government  must  in  great  part 
rely),  exaggerations  would  be  at  a  premium,  corrections  difficult,  and 
the  tax  easily  evaded.  Section  207  shows  that  congress  was  fully 
alive  to  this  and  designedly  adopted  a  term — "invested  capital" — and 
a  definition  of  it,  that  would  measurably  guard  against  inflated  valua- 
tions. The  word  "invested"  in  itself  imports  a  restrictive  qualification. 
When  speaking  of  the  capital  of  a  business  corporation  or  partnership, 
such  as  the  act  deals  with,  "to  invest"  imports  a  laying  out  of  money, 
or  money's  worth,  either  by  an  individual  in  acquiring  an  interest  in 
the  concern  with  a  view  to  obtaining  income  or  profit  from  the  con- 
duct of  its  business,  or  by  the  concern  itself  in  acquiring  something  of 
permanent  use  in  the  business;  in  either  case  involving  a  conversion 
of  wealth  from  one  form  into  another  suitable  for  employment  in  the 
making  of  the  hoped-for  gains.  See  Webster's  New  Internal.  Diet. 
"invest,"  8 ;  Century  Diet.,  "invest,"  7 ;  Standard  Diet.,  "invest,"  1. 

In  order  to  adhere  to  this  restricted  meaning  and  avoid  exaggerated 
valuations,  the  draftsman  of  the  act  resorted  to  the  test  of  including 
nothing  but  money,  or  money's  worth,  actually  contributed  or  con- 
verted in  exchange  for  shares  of  the  capital  stock,  or  actually  acquired 
through  the  business  activities  of  the  corporation  or  partnership  (in- 
volving again  a  conversion)  and  coming  in  ab  extra,  by  way  of  increase 
over  the  original  capital  stock.  How  consistently  this  was  carried  out 
becomes  evident  as  the  section  is  examined  in  detail.  Cash  paid  in, 
and  tangible  property  paid  in  other  than  cash,  are  confined  to  such 
as  were  contributed  for  stock  or  shares  in  the  corporation  or  partner- 
ship; and  the  property  is  to  be  taken  at  its  actual  cash  value  "at  the 
time  of  such  payment" — distinctly  negativing  any  allowance  for  appre- 
ciation in  value.  There  is  but  a  single  exception:  tangible  property 
paid  in  prior  to  January  1,  1914,  may  be  taken  at  its  actual  cash  value 
on  that  date,  but  in  no  case  exceeding  the  par  value  of  the  original 
stock  or  shares  specifically  issued  for  it;  a  restriction  in  itself  requiring 
the  valuation  to  be  taken  as  of  a  date  prior  to  the  war  period,  and  in 
no  case  to  exceed  the  stock  valuation  placed  upon  it  at  the  time  it 
was  contributed.  The  provision  of  clause  (3)  that  includes  "paid  in 
or  earned  surplus  and  undivided  profits  used  or  employed  in  the 
business"  recognizes  that  in  some  cases  contributions  are  received 
from  stockholders  in  money  or  its  equivalent  for  the  specific  purpose 
of  creating  an  actual  excess  capital  over  and  above  the  par  value  of 
the  stock;  and,  in  view  of  the  context,  surplus  "earned"  as  well  as  that 
"paid  in"  excludes  the  idea  of  capitalizing  (for  the  purposes  of  this 
tax)  a  mere  appreciation  of  values  over  cost. 

The  same  controlling  thought  is  carried  into  the  proviso,  which 
relates  to  the  valuation  of  patents,  copyrights,  trade-marks,  goodwill, 
franchises,  and  similar  intangible  property.  Every  line  shows  evi- 
dence of  a  legislative  purpose  to  confine  the  account  to  such  items  as 
were  paid  in  for  stock  or  shares,  and  to  their  values  "at  the  time  of 
such  payment;"  but,  with  regard  to  those  bona  fide  purchased  prior  to 
March  3,  1917,  there  is  a  special  provision,  limiting  the  effect  of  any 
adjustments  that  might  have  been  made  in  view  of  the  provisions  of 
the  act  of  that  date. 

It  is  clear  that  clauses  (1)  and  (2)  refer  to  actual  contributions  of 
cash  or  of  tangible  property  at  its  cash  value  contributed  in  exchange 
for  stock  or  shares  specifically  issued  for  it;  and  that  neither  these 
clauses,  nor  clause  (3)  which  relates  to  surplus,  can  be  construed  as 
including  within  the  definition  of  invested  capital  any  marking  up  of 
the  valuation  of  assets  upon  the  books  to  correspond  with  increase  in 
market  value,  or  any  paper  transaction  by  which  new  shares  are  issued 
m  exchange  for  old  ones  in  the  same  corporation,  but  which  is  not 
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in  substance  and  effect  a  new  acquisition  of  capital  property  by  the 
company. 

It  is  clear  enough  that  congress  adopted  the  basis  of  invested 
capital"  measured  according  to  actual  contributions  made  for  stock  or 
shares  and  actual  accessions  in  the  way  of  surplus,  valuing  them 
according  to  actual  and  bona  fide  transactions  and  by  valuations  ob- 
taining at  the  time  of  acquisition,  not  only  in  order  to  confine  the 
capital,  the  income  from  which  was  to  be  in  part  exempted  from  the 
burden  of  this  special  tax,  to  something  approximately  representative 
of  the  risks  accepted  by  the  investors  in  embarking  their  means  in  the 
enterprise,  but  also  in  order  to  adopt  tests  that  would  enable  returns 
to  be  more  easily  checked  by  examination  of  records,  and^make  them 
less  liable  to  inflation  than  if  a  more  liberal  meaning  of  "capital  and 
surplus"  had  been  adopted;  thus  avoiding  the  necessity  of  employing 
a  special  corps  of  valuation  experts  to  grapple  with  the  many  difficult 
problems  that  would  have  ensued  had  general  market  values  been 
adopted  as  the  criteria. 

In  view  of  the  special  language  employed  in  section  207,  obviously 
for  the  purpose  of  avoiding  appreciated  valuations  of  assets  over  and 
above  cost,  the  argument  that  such  value  is  as  real  as  cost  value,  and 
that  in  the  terminology  of  corporation  and  partnership  accounting 
"capital  and  surplus"  mean  merely  the  excess  of  all  assets  at  actual 
values  over  outstanding  liabilities,  and  "surplus"  means  the  intrinsic 
value  of  all  assets  over  and  above  outstanding  liabilities  plus  par  of 
the  stock,  is  beside  the  mark.  Nor  has  the  distinction  between  capital 
and  income,  discussed  in  Doyle  v.  Mitchell  Bros.  Co.,  247  U.  S.  179,  187; 
Hays  v.  Gauley  Mtn.  Coal  Co.,  247  U.  S.  189,  193 ;  and  Southern  Pacific  Co. 
v.  Lowe,  247  U.  S.,  330,  334-335,  any  proper  bearing  upon  the  questions 
here  presented. 

Upon  the  strength  of  an  administrative  interpretation  contained  in 
a  treasury  regulation  pertaining  to  the  revenue  act  of  1917,  under 
which  "stocks"  were  to  be  regarded  as  tangible  property  when  paid  in 
for  stock  or  shares  of  a  corporation,  it  is  insisted  that  appellant's 
stock  dividend  distribution  of  1912  ought  to  be  treated  as  paid  for  in 
tangible  property,  the  old  stock  surrendered  being  regarded  as  tan- 
gible for  the  purpose.  But  that  distribution,  in  substance  and  effect, 
was  an  internal  transaction,  in  which  the  company  received  nothing 
from  the  stockholders  any  more  than  they  received  anything  from  it 
(see  Eisner  v.  Macomber,  252  U.  S.  189,  210-211)  ;  and  the  old  shares 
cannot  be  regarded  as  having  been  "paid  in  for"  the  new  ones  within 
the  meaning  of  section  207  (a)  (2),  even  were  they  "stocks"  within  the 
meaning  of  that  regulation,  which  is  doubtful. 

It  is  said  that  the  admitted  increase  in  the  value  of  appellant's  ore 
lands  is  properly  to  be  characterized  as  earned  surplus,  because  it  was 
the  result  of  extensive  exploration  and  development  work.  We  assume 
that  a  proper  sum,  not  exceeding  the  cost  of  the  work,  might  have 
been  added  to  earned  surplus  on  that  account;  but  none  such  was 
stated  in  appellant's  petition,  nor,  so  far  as  appears,  in  its  return  of 
income.  In  the  absence  of  such  a  showing  it  wai.  not  improper  to 
attribute  the  entire  $9,915,400,  added  to  the  book  value  of  the  ore 
property  in  the  year  1912,  to  a  mere  appreciation  in  the  value  of  the 
property;  ^in  short,  to  what  is  commonly  known  as  the  "unearned 
increment,"  not  properly  "earned  surplus"  within  the  meaning  of  the 
statute. 

The  foregoing  considerations  dispose  of  the  contention  that  either 
\A  incrfa!ed  value  of  appellant's  ore  lands,  or  the  surrender  of  the 
stock  in  exchange  for  the  new  issues  based  upon  that  value,  can 
e  regarded  as  "tangible  property  paid  in  other  than  cash,  for  stock 
or  shares  in  such  corporation"  within  the  meaning  of  sec  207  (a)  (2); 
the  further  contention  that  such  increased  value  can  properly 
/S>|"paici  in  or  earned  surplus  and  undivided  profits"  under 
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It  is  urged  that  this  construction,  defining  invested  capital  according 
to  the  original  cost  of  the  property  instead  of  its  present  value,  has  the 
effect  of  rendering  the  act  "glaringly  unequal"  and  of  doubtful  con- 
stitutionality; the  insistence  being  that,  so  construed,  it  operates  to 
produce  baseless  and  arbitrary  discriminations,  to  the  extent  of  render- 
ing the  tax  invalid  under  the  due-process-of-law  clause  of  the  fifth 
amendment.  Reference  is  made  to  cases  decided  under  the  equal-pro- 
tection clause  of  the  fourteenth  amendment  (Southern  Ry.  Co.  v.  Greene, 
216  U.  S.  400,  418;  Cast  Realty  Co.  v.  Schneider  Granite  Co.,  240  U.  S. 
55);  but  clearly  they  are  not  in  point.  The  fifth  amendment  has  no 
equal-protection  clause;  and  the  only  rule  of  uniformity  prescribed 
with  respect  to  duties,  imposts,  and  excises  laid  by  congress  is  the 
territorial  uniformity  required  by  Art.  I,  sec.  8.  Pollock  v.  Farmers? 
Loan  6-  Trust  Co.,  157  U.  S.  429,  557 ;  Knowlton  v.  Moore,  178  U.  S.  41, 
98,  196;  Flint  v.  Stone  Tracy  Co.,  220,  U.  S.  107,  150;  Billings  v.  United 
States,  232  U.  S.  261,  282 ;  Brushaber  v.  Union  Pacific  R.R.,  240  U.  S. 
1,  24.  That  the  statute  under  consideration  operates  with  territorial 
uniformity  is  obvious  and  not  questioned. 

Appellant  cites  Looney  v.  Crane  Co.,  245  U.  S.  178,  188,  and  Inter- 
national Paper  Co.  v.  Massachusetts,  246  U.  S.  135,  145,  but  these  cases 
also  are  inapplicable,  being  based  upon  the  due-process  clause  of  the 
fourteenth  amendment,  with  which  state  taxing  laws  were  held  in 
conflict  because  they  had  the  effect  of  imposing  taxes  on  the  property 
of  foreign  corporations  located  and  used  beyond  the  jurisdiction  of  the 
taxing  state.  There  is  no  such  infirmity  here. 

Nor  can  we  regard  the  act — in  basing  "invested  capital"  upon 
actual  costs  to  the  exclusion  of  higher  estimated  values — as  productive 
of  arbitrary  discriminations  raising  a  doubt  about  its  constitutionality 
under  the  due-process  clause  of  the  fifth  amendment.  The  difficulty 
of  adjusting  any  system  of  taxation  so  as  to  render  it  precisely  equal 
in  its  bearing  is  proverbial,  and  such  nicety  is  not  even  required  of 
the  states  under  the  equal-protection  clause,  much  less  of  congress 
under  the  more  general  requirement  of  due  process  of  law  in  taxation. 
Of  course  it  will  be  understood  that  congress  has  very  ample  authority 
to  adjust  its  income  taxes  according  to  its  discretion,  within  the  bounds 
of  geographical  uniformity.  Courts  have  no  authority  to  pass  upon 
the  propriety  of  its  measures;  and  we  deal  with  the  present  criticism 
only  for  the  purpose  of  refuting  the  contention,  strongly  urged,  that 
the  tax  is  so  wholly  arbitrary  as  to  amount  to  confiscation. 

The  act  treats  all  corporations  and  partnerships  alike,  so  far  as 
they  are  similarly  circumstanced.  As  to  one  and  all,  congress  adjusted 
this  tax,  generally  speaking,  on  the  basis  of  excluding  from  its  opera- 
tion income  to  the  extent  of  a  specified  percentage  (7  to  9  per  cent.) 
of  the  capital  employed,  but  upon  condition  that  such  capital  be  valued 
according  to  what  actually  was  embarked  at  the  outset  or  added 
thereafter,  disregarding  any  appreciation  in  values.  If  in  its  applica- 
tion the  tax  in  particular  instances  may  seem  to  bear  upon  one  cor- 
poration more  than  upon  another,  this  is  due  to  differences  in  their 
circumstances,  not  to  any  uncertainty  or  want  of  generality  in  the 
tests  applied. 

Minor  distinctions — such  as  those  turning  upon  the  particular  dates 
of  January  1,  1914,  and  March  3,  1917 — are  easily  explained,  as  we 
have  seen.  The  principal  line  of  demarcation — that  based  upon  actual 
costs,  excluding  estimated  appreciation — finds  reasonable  support  up- 
on grounds  of  both  theory  and  practice,  in  addition  to  the  important 
consideration  of  convenience  in  administration,  already  adverted  to. 
There  is  a  logical  incongruity  in  entering  upon  the  books  of  a  cor- 
poration as  the  capital  value  of  property  acquired  for  permanent  em- 
ployment in  its  business  and  still  retained  for  that  purpose,  a  sum 
corresponding  not  to  its  cost  but  to  what  probably  might  be  realized 
by  sale  in  the  market.  It  is  not  merely  that  the  market  value  has 
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not  been  realized  or  tested  by  sale  made,  but  that  sale  cannot  be 
made  without  abandoning  the  very  purpose  for  which  the  property 
is  held,  involving  a  withdrawal  from  business  so  far  as  that  particular 
property  is  concerned.  Whether  in  a  given  case  property  should  be 
carried  in  the  capital  account  at  market  value  rather  than  at  cost 
may  be  a  matter  of  judgment,  depending  upon  special  circumstances 
and  the  local  law.  But  certainly  congress,  in  seeking  a  general  rule, 
reasonably  might  adopt  the  cost  basis,  resting  upon  experience  rather 
than  anticipation. 

In  organizing  corporations,  it  is  not  unusual  to  issue  different 
classes  of  securities,  with  various  priorities  as  between  themselves, 
to  represent  different  kinds  of  contribution  to  capital.  In  exchange 
for  cash,  bonds  may  be  issued;  for  fixed  properties,  like  plant  and 
equipment,  preferred  stock  may  be  given;  while  more  speculative 
values,  like  goodwill  or  patent  rights,  may  be  represented  by  common 
stock.  In  the  present  case,  for  instance,  when  appellant  took  the  esti- 
mated increase  in  value  of  its  ore  lands  as  a  basis  for  increased  capi- 
talization, it  issued  preferred  stock  to  the  amount  of  the  former  total, 
carrying  those  lands  at  cost,  and  issued  a  like  amount  of  common 
stock  to  represent  the  appreciation  in  their  market  value.  It  does 
not  appear  that  in  form  the  new  issues  were  thus  allocated;  but  at 
least  there  was  a  recognition  of  a  higher  claim  in  favor  of  one  part 
of  the  book  capital  than  of  the  other.  Upon  like  grounds,  it  was  not 
unreasonable  for  congress,  in  adjusting  the  "excess  profits  tax,"  to 
accord  preferential  treatment  to  capital  representing  actual  invest- 
ments, as  compared  with  capital  representing  higher  valuations  based 
upon  estimates,  however  confident  and  reliable,  of  what  probably  could 
be  realized  were  the  property  sold  instead  of  retained. 

From  every  point  of  view,  the  tax  in  question  must  be  sustained. 
We  intimate  no  opinion  upon  the  effect  of  the  act  with  respect  to 
deductions  from  cost  values  of  capital  assets  because  of  depreciation 
or  the  like;  no  question  of  that  kind  being  here  involved. 

Judgment  affirmed. 

Mr.  Justice  MCREYNOLDS  concurs  in  the  result. 


*SEC.  207.  That  as  used  in  this  title,  the  term  "invested  capital"  for  any  year 
means  the  average  invested  capital  for  the  year,  as  defined  and  limited  in  this  title, 
averaged  monthly. 

As  used  in  this  title  "invested  capital"  does  not  include  stocks,  bonds  (other  than 
obligations  of  the  United  States),  or  other  assets,  the  income  from  which  is  not 
subject  to  the  tax  imposed  by  this  title,  nor  money  or  other  property  borrowed,  and 
means,  subject  to  the  above  limitations: 

(a)  In  the  case  of  a  corporation  or  partnership:  (1)  Actual  cash  paid  in,  (2)  the 
actual  cash  value  of  tangible  property  paid  in  other  than  cash,  for  stock  or  shares  in 
such  corporation  or  partnership,  at  the  time  of  such  payment  (but  in  case  such 
tangible  property  was  paid  in  prior  to  January  first,  nineteen  hundred  and  fourteen, 
the  actual  cash  value  of  such  property  as  of  January  first,  nineteen  hundred  and  four- 
teen, but  in  no  case  to  exceed  the  par  value  of  the  original  stock  or  shares  specifically 
issued  therefor),  and  (3)  paid  in  or  earned  surplus  and  undivided  profits  used  or 
employed  in  the  business,  exclusive  of  undivided  profits  earned  during  the  taxable 
year:  Provided,  That  (a)  the  actual  cash  value  of  patents  and  copyrights  paid  in  for 
stock  or  shares  in  such  corporation  or  partnership,  at  the  time  of  such  payment,  shall 
be  included  as  invested  capital,  but  not  to  exceed  the  par  value  of  such  stock  or  shares 
at  the  time  of  such  payment,  and  (b)  the  goodwill,  trade-marks,  trade  brands,  the 
franchise  of  a  corporation  or  partnership,  or  other  intangible  property,  shall  be  in- 
cluded as  invested  capital  if  the  corporation  or  partnership  made  payment  bona  fide 
therefor  specifically  as  such  in  cash  or  tangible  property,  the  value  of  such  goodwill, 
trade-mark,  trade  brand,  franchise,  or  intangible  property,  not  to  exceed  the  actual 
cash  or  actual  cash  value  of  the  tangible  property  paid  therefor  at  the  time  of  such 
payment;  but  goodwill,  trade-marks,  trade  brands,  franchise  of  a  corporation  or  part- 
nership, or  other  intangible  property,  bona  fide  purchased,  prior  to  March  third, 
nineteen  hundred  and  seventeen,  for  and  with  interests  or  snares  in  a  partnership  or 
for  and  with  shares  in  the  capital  stock  of  a  corporation  (issued  prior  to  March  third, 
nineteen  hundred  and  seventeen),  in  an  amount  not  to  exceed,  on  March  third,  nine- 
teen hundred  and  seventeen,  twenty  per  centum  of  the  total  interests  or  shares  in  the 
partnership  or  of  the  total  shares  of  the  capital  stock  of  the  corporation,  shall  be 
included  in  invested  capital  at  a  value  not  to  exceed  the  actual  cash  value  at  the  time 
of  such  purchase,  and  in  case  of  issue  of  stock  therefor  not  to  exceed  the  par  value 
of  such  stock;  . 
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(NOTE. — The  fact  that  these  solutions  appear  in  THE  JOURNAL  OF  ACCOUNTANCY 
should  not  lead  the  reader  to  assume  that  they  are  the  official  solutions  of  the  American 
Institute  of  Accountants.  They  merely  represent  the  personal  opinion  of  the  editor  of 
the  Students'  Department.) 

EXAMINATION  IN  ACCOUNTING  THEORY  AND  PRACTICE — PART  I 

MAY  18,  1921,  1  P.  M.  to  6  P.  M. 
Answer  questions  i  and  2  and  any  three  other  questions: 

1.  Following  are  the  trial  balances  of  Company  A  and  its  subsidiaries 
at  December  31,  1920 : 

DEBITS  Co.  A  Co.  B  Co.  C 

Cash    $75,000  $50,000  $60,000 

Accounts    receivable    350,000  190,000  420,000 

Notes  receivable    200,000  60,000  40,000 

Inventory,  rato  material,  Jan.  1,  1920  . .  150,000  105,000  160,000 

Purchases,  raw  materials  650,000  400,000  510,000 

Labor    450,000  320,000  370,000 

Manufacturing  expenses    190,000  190,000  205,000 

Selling  expenses   85,000  40,000  75,000 

Administrative   expenses    45,000  25,000  35,000 

Inventory,  goods  in  process,  Jan.  1.  1920         80,000  70,000  75,000 

Inventory,  finished  goods,  Jan.  1,   1920         90,000  65,000  80,000 

Plant  and   equipment    900,000  400,000  750,000 

Investment  in  stock  of  Company  B 875,000  

Investment  in  stock  of  Company  C....     1,200,000  

$5,340,000      $1,915,000      $2,780,000 


CREDITS 

Capital  stock   $3,000,000 

Notes  payable    110,000 

Accounts  payable    100,000 

Bonds  payable   500,000 

Premium  on  bonds    5,000 

Reserve  for  depreciation   100,000 

Sales   1,400,000 

Surplus  125,000 


$500,000 
80,000 
65,000 


60,000 

1,050,000 

160,000 


$800,000 

60,000 

250,000 


112,500 

1,250,000 

307,500 


$1,915,000   $2,780,000 


$5,340,000 

The  inventories  at  December  31,   1920,  were: 

Co.  A  Co.  B  Co.  C 

Raw   material    $280,000         $175,000         $210,000 

Goods  in  process  95,000  80,000  85,000 

Finished  goods    135,000  145,000  105,000 

Company  A  purchased  the  entire  stock  issues  of  Companies  B  and  C 
at  January  1,  1920,  at  the  prices  shown  in  the  trial  balance.  During  the 
year  each  of  the  three  companies  declared  and  paid  a  5  per  cent,  dividend. 
Company  A  took  up  its  dividends  from  Companies  B  and  C  by  credits 
to  surplus.  The  various  entries  for  the  dividends  were  the  only  entries 
affecting  the  surplus  accounts  during  the  year. 

At  December  31,  1919,  Company  A's  inventory  cf  raw  material  included 
goods  purchased  from  Company  B  at  a  price  of  $60,000,  the  cost  thereof 
to  Company  B  being  $40,000. 

At  the  same  date  Company  B's  inventory  of  raw  material  included 
goods  purchased  from  Company  C  for  $75,000,  on  which  Company  C 
made  a  profit  of  $25,000. 
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During  1920,  Company  C  sold  goods  to  Company  B  at  a  price  of 
$200,000.  These  goods  cost  Company  C  $160,000.  Company  B  still  owes 
$30,000  on  these  purchases,  the  indebtedness  being  included  in  the  accounts 
payable. 

During  1920,  Company  B  sold  goods  to  Company  A  at  a  cost  of  $300,000 
and  at  a  selling  price  of  $375,000.  Company  A  made  cash  advances  totaling 
$400,000  to  Company  B  during  the  year.  The  sales  just  mentioned  were 
charged  against  the  advances  account,  the  $25,000  balance  of  which  is 
included  in  Company  B's  accounts  payable. 

The  inventories  at  December  31,  1920,  include  inter-company  profits 
as  follows: 

Raw 
material 


Goods 
in  process 

$5,000 
6,000 


Finished 

goods 

$4,000 

5,000 


Company  A  $20,000 

Company  B  30,000 

Company  A's  bonds  were  issued  July  1,  1920.  They  bear  5  per  cent, 
interest,  payable  semi-annually  and  mature  in  five  years.  No  interest  has 
been  paid. 

Allow  depreciation  at  5  per  cent,  per  annum  on  the  cost  of  the  fixed  assets. 
Prepare  the  following  consolidated  statements: 
Cost  of  goods  manufactured  and  sold. 
Profit  and  loss  statement. 
Surplus  statement  (showing  as  the  final  balance  therein  the  surplus 

balance  appearing  in  the  consolidated  balance-sheet). 
Balance-sheet. 

Solution.  The  required  statements  may  be  drawn  up  from  a  single  set 
of  working  papers  prepared  in  the  manner  shown  on  pages  61  and  62. 


COMPANY  A  AND  SUBSIDIARIES  B  AND  C 
Consolidated  statement  of  cost  of  goods  manufactured  and 
Year  ended  December  31,  1920 

Goods  in  process,  January  1,  1920 

Materials : 

Inventory,  January  1,  1920  $  415,000 

Add   purchases    985,000 


Exhibit  A 
sold 

$   225,000 


Total  1,400,000 

Less  inventory,  Dec.  31,  1920 615,000 

Labor    

Manufacturing  expense: 
Total  per  trial  balance  585,000 

Depreciation  of  plant   

Total  manufacturing  cost   

Deduct  inventory  of  goods  in  process,  December  31,  1920. 

Cost  of  goods  manufactured  

Add  inventory  of  finished  goods,  January  1,  1920 

Total  

Less  inventory  of  finished  goods,  December  31,  1920 

Cost  of  finished  goods  sold 


785,000 
1,140,000 


102,500    687,500   2,612,500 

2,837,500 
249,000 

.   2,588,500 
235,000 

.   2,823,500 
376,000 


2,447,500 
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COMPANY  A  AND  SUBSIDIARIES  B  AND  C     Exhibit  B 
Consolidated  profit-and-loss  statement— Year  ended  Dec.  31,  1920 

Sales   $3,125,000 

Less  cost  of  goods  sold  (exhibit  A) 2,447,500 

Gross  profit  on  sales  677,500 

Less  selling  expenses   200,000 

Net  profit  on  sales  477,500 

Less  administrative  expenses   105,000 

Net  profit  on  operations  372,500 

Less  bond  interest : 

Interest  accrued    $     12,500 

Less  premium  amortized   500  12,000 

Net  profit  for  the  year  360,500 

COMPANY  A  AND  SUBSIDIARIES  B  AND  C  Exhibit  C 

Consolidated  surplus  statement — Year  ended  December  31,  1920 

Surplus,  January  1,  1920  $   210,000 

Add  profits  for  1920  (exhibit  B)    360,500 

Total     570,500 

Less  dividends  paid  by  Company  A  150,000 

Surplus,  December  31,  1920   420,500 

COMPANY  A  AND  SUBSIDIARIES  B  AND  C     Exhibit  D 
Consolidated  balance-sheet—December  31,  1920 

ASSETS 
Current  assets: 

Cash    $    185,000 

Accounts  receivable   905,000 

Notes  receivable  300,000 

Inventories : 

Raw  material  $   665,000 

Goods  in  process 260,000 

Finished  goods    385,000 

Total  1,310,000 

Less  inter-company  profit   70,000      1,240,000      2,630,000 

Fixed  assets: 

Plant  and  equipment  2,050,000 

Less  reserve  for  depreciation  375,000 

1,675,000 
Goodwill    242,500      1,917,500 


4,547,500 
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LIABILITIES 

Current  liabilities: 

Notes  payable $   250,000 

Accounts  payable   , 360,000 

Accrued  bond  interest  12,500         622,500 

Fixed  liabilities: 
Bonds  payable  500,000 

Deferred  credits: 
Bond  premium  4,500 

Capital : 

Capital  stock   3,000,000 

Surplus  (per  exhibit  C)    420,500      3,420,500 


4,547,500 


There  is  some  difference  of  opinion  as  to  the  proper  treatment  of  profit 
in  inventories  at  the  date  of  the  acquisition  of  stock  by  the  holding  company. 
In  this  solution  the  conservative  treatment  of  ignoring  the  profit  has  been 
followed.  If  the  profit  had  been  taken  into  consideration,  the  inventories 
at  the  beginning  of  the  year  would  have  been  reduced,  with  a  corresponding 
increase  in  the  goodwill  and  in  the  consolidated  profit  for  the  year  1920. 
It  seems  preferable  to  take  the  ground  that  the  profit  in  inventories  at  the 
date  of  acquisition  is  not  inter-company  profit,  as  it  was  made  by  the 
companies  when  they  were  unrelated. 

2.  Prepare  a  statement  of  resources  and  their  application  for  the  12 
months  ended  December  31,  1920,  using  the  following  data: 

THE    HALL    MANUFACTURING    COMPANY— BALANCE-SHEET 

ASSETS 

Dec.  31, 1919         Dec.  31, 1920 

Cash    $5,000  $1,800 

Accounts  receivable  30,000  32,000 

Raw  material  12,000  14,500 

Goods  in  process   16,000  17,500 

Finished  goods    21,000  19,000 

Land    70,000  1100,000 

Buildings  115,000  170,000 

Machinery  90,000  100,000 

Tools    26,000  23,000 

Patents  30,000  28,000 

Discount  on  bonds    2,000 

Investment  in  stocks   25,000 

Advances  to  salesmen  500  1,000 

Unexpired  insurance   300  250 

$440,800  $509,050 

LIABILITIES 

Accounts  payable   $35,000  $10,000 

Notes  payable    25,000  5,000 

Bank  loans    20,000 

Bonds  payable   200,000  300,000 
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LIABILITIES  (Continued} 

Dec.  31, 1919        Dec.  31, 1920 
Reserve  for  depreciation,  build- 
ings  and   machinery    20,000  29,000 

Reserve  for  bad  debts  1,200  1,500 

Reserve   for   construction    ....          16,000  20,000 

Capital  stock   100,000  100,000 

Surplus   23,600  43,550 

$440,800  $509,050 

Following  is  an  abstract  of  the  surplus  account : 

Balance  January  1,  1920  $23,600 

Add  net  profit  for  .1920 8,950 

"    appraisal  increase  in  land   30,000 

Total 62,500 

Deduct  credit  to  reserve  for  construction   $4,000 

dividends  paid  December  31,  1920  15,000         19,000 

Balance,  December  31,  1920 43,550 

Depreciation  was  provided  during  the  year  as  follows: 
Credited  to  reserve  for  depreciation,  buildings  and  machinery. . .        $10,000 

Written  off  from  tools   5,000 

Written  off  from  patents 2,000 

During  the  year  machinery  which  cost  $7,000  was  sold  for  $6,000.    The 
loss  was  absorbed  in  the  reserve  for  depreciation. 

Solution.  Exhibit  A 

THE  HALL  MANUFACTURING  COMPANY 

Comparative  balance-sheet 

ASSETS  Dec.  31,          Dec.  31,       Decrease     Increase 

1919  1920 

Cash    $5,000  $1,800  $3,200 

Accounts    receivable    30,000  32,000  $2,000 

Raw   material    12,000  14,500  2,'sOO 

Goods  in  process  16,000  17,500  1,500 

Finished  goods    21,000  19,000  2,000 

Land   70,000          100,000  30,000 

Buildings    115,000          170,000  55,000 

Machinery  90,000          100,000  10^000 

Tools    26,000  23,000  3,000 

Patents  30,000  28,000  2,000 

Discount  on   bonds    2,000  2  000 

Investment  in  stocks   25,000  25,000 

Advances  to  salesmen   500  1,000  500 

Unexpired  insurance   300  250  50 


Net  increase  in  assets 


440,800         509,050  35,250         103,500 

68,250 


103,500         103,500 
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LIABILITIES 

Accounts  payable   $35,000 

Notes  payable    25,000 

Bank  loans   20,000 

Bonds    payable    200,000 

Reserve  for  depreciation   20,000 

Reserve  for  bad  debts   1,200 

Reserve  for  construction   16,000 

Capital  stock   100,000 

Surplus    23,600 


$10,000 
5,000 

300,000 

29,000 

1,500 

20,000 

100,000 
43,550 


440,800         509,050 


Net  increase  in  liabilities    .... 


$25,000 
20,000 
20,000 

100,000 

9,000 

300 

4,000 

19,950 

65,000         133,250 
68,250 
133,250          133,250 


THE  HALL  MANUFACTURING  COMPANY      Exhibit  B 
Statement  of  application  of  funds — Year  ended  Dec.  31,  1920 
Funds  provided : 

By  net  profits  before  providing  for  depreciation  and  bad  debts : 

Net  profit  carried  to  surplus   $8,950 

Add  depreciation: 

Buildings  and  machinery    $10,000 

Tools   5,000 

Patents    2,000  17,000 

Add  provision  for  bad  debts   300          $26,250 

By  issue  of  bonds: 

Par    100,000 

Less  discount    2,000  98,000 

By  sale  of  investment  in  stocks 25,000 

By  sale  of  machinery : 

Cost    7,000 

Less  loss  charged  to  reserve  1,000  6,000 

Total  funds  provided  $155,250 

Which  were  applied  as  follows: 
To  purchases  of  fixed  assets: 

Buildings    55,000 

Machinery    17,000 

Tools   2,000  74,000 

To  payment  of  dividends  15,000 

To  increase  in  working  capital  and  de- 
ferred charges  (exhibit  C)    66,250 

Total  funds  applied   $155,250 
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THE  HALL  MANUFACTURING  COMPANY      Exhibit  C 

Schedule  of  working  capital  and  deferred  charges 
December  31,  1919,  and  December  31,  1920 

Dec.  31,  Dec.  31,  Working  capital 

Current  assets:  1919              1920  decrease      increase 

Cash    $5,000  $1,800  $3,200 

Accounts    receivable    30,000  32,000  $2,000 

Raw   material    12,000  14,500  2,500 

Goods  in  process  16,000  17,500  1,500 

Finished  goods   21,000  19,000  2,000 

Total  current  assets   84,000  84,800 

Current  liabilities: 

Accounts  payable   35,000  10,000                                25,000 

Notes  payable    25,000  5,000                                20,000 

Bank  loans   20,000  20,000 

Total  current  liabilities   ..     80,000  15,000 

Working    capital    4,000  69,800 

Increase  in  working  capital  . . .  65,800 

71,000  71,000 

Deferred  charges 

Dec.  31,  Dec.  31,        Decrease    Increase 

1919  1920 

Advances  to   salesmen    $   500  $1,000                                $   500 

Unexpired    insurance    300  250                $50 

800  1,250 

Net  increase  in  deferred  charges  450 

500  500 

Summary 

Increase  in  working  capital    $55  gQQ 

Increase  in  deferred  charges  '459 

Total    66,250 
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3.  A,  B,  C  and  D  have  decided  to  dissolve  partnership.  To  that  end 
they  have  liquidated  all  their  liabilities ;  and  at  the  date  of  the  first  division 
of  cash  among  the  partners  the  conditions  are  as  follows: 

Partners                    Capital  Loans  Profit  and  loss  ratio 

A  $22,000  $7,000                     40% 

B   19,000  6,000                      30% 

C 12,000  14,000                     20% 

D  7,000  13,000                      10% 


Totals    $60,000  $40,000  100% 


Cash  available  for  distribution  $20,000 

Other  assets  not  yet  realized  (of  doubtful  value) .     80,000 

Total    .  $100,000 


State  which  partners  should  participate  in  the  distribution  of  the  $20,000 ; 
how  much  cash  each  should  receive ;  whether  the  payments  should  be  applied 
against  the  capital  accounts  or  the  loan  accounts.  Explain  the  procedure 
of  determining  the  distribution.  Assume  that  none  of  the  partners  has 
any  private  property. 

Solution.  The  cash  should  be  divided  in  such  a  way  as  to  leave  the 
sum  of  each  partner's  capital  and  loan  accounts  equal  to  his  possible  loss 
in  case  no  portion  of  the  $80,000  of  other  assets  is  realized.  The  first  step 
in  the  solution  is  to  compare  each  partner's  total  capital  and  loan  with  his 
possible  loss: 

Profit-and- 
Partner  Capital  Loan  Total        Possible  loss   loss  ratio 

A  $22,000  $7,000  $29,000  $32,000  40% 

B  19,000  6,000  25,000  24,000  30% 

C  12,000  14,000  26,000  16,000  20% 

D  7,000  13,000  20,000  8,000  10% 

It  is  evident  that  A  cannot  be  safely  paid  anything  because  the  sum 
of  his  capital  and  loan  accounts  is  less  than  his  possible  loss.  If  the  $80,000 
remaining  assets  should  prove  to  be  worthless,  A's  $32,000  share  thereof 
would  exhaust  both  his  capital  and  loan  and  leave  him  with  a  debit 
balance  of  $3,000.  Since  he  has  no  other  property  it  is  assumed  that  he 
would  be  unable  to  pay  in  this  debit  balance  and  it  would  have  to  be 
charged  against  B,  C  and  D  in  their  profit-and-loss  ratio,  with  the  fol- 
lowing results : 

Share  of  possible 

Own  share  of      debit  balance  in  Total  Total 

Partner     possible  loss          A's  account          possible  loss        capital  and  loan 

B   $24,000  $1,500  $25,500  $25,000 

C    16,000  1,000  17,000  26,000 

D   8,000  500  8,500  20,000 

It  now  appears  that  in  the  event  of  a  total  loss  of  the  $80,000  remaining 
assets  and  of  A's  inability  to  make  good  his  resulting  debit  balance  of 
$3,000,  B's  account  would  also  be  thrown  into  a  debit  balance.  If  he 
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should  be  unable  to  pay  in  this  debit  balance  of  $500,  it  would  be  charged 
to  C  and  D  in  their  profit-and-loss  ratio,  with  the  following  results : 

C  D         Together 

$26,000.00  ^$20,000.00  $46,000.00 


Total  capital  and  loan. 

Deduct  possible  losses :          C  D 

Own    $16,000.00  $8,000.00 

For  A    1,000.00  500.00 

For  B  .                           333.33  166.67 


17,333.33      8,666.67    26,000.00 


Cash  distribution 


8,666.67    11,333.33    20,000.00 


As  the  partners'  loans  take  precedence  over  their  capitals  in  liquidation, 
these  payments  to  C  and  D  should  be  charged  to  their  loan  accounts. 

4.  (a)  Determine   the   average   life   of   the   following   fixed   assets   be- 
longing to  the  Western  Hardware  Company: 

ASSETS  Estimated 

Cost  scrap  value 

Buildings  $100,000  $35,000 

Machinery  70,000  25,000 

Tools 20,000  5,000 

Patterns  10,000  8 

(b)  After  determining  the  average  life  of  the  fixed  assets,  state  the 
amount  of  annual  depreciation  by  the  straight-line  method. 

Solution,     (a)  Computation  of  average  life. 

Estimated       Total 
scrap  value 

$35,000 
25,000 
5,000 
0 


Asset  Cost 

Buildings   $100,000 

Machinery 70,000 

Tools    20,000 

Patterns   10,000 


Estimated  life 

in  years 

20 

15 

10 


Life  in  Annual 

depre'n     years  depre'n 

$65,000  20  $3,250 
15  3,000 
10 


45,000 
15,000 
10,000 


1,500 
1,250 


Totals  $135,000 


$9,000 


Then  135,000  -f-  9,000  =  15,  the  average  life  in  years. 

(b)  Annual  depreciation  by  straight-line  method,  $9,000  as  above. 

5.  (a)  A  company  with  $500,000  of  common  capital  stock,  par  value 
$100  a  share,  and  a  surplus  account  of  $100,000,  decides  to  change  its 
capitalization  from  a  par  to  a  no-par  basis.  It  therefore  calls  in  its  5,000 
shares  of  par-value  stock  and  issues  in  place  thereof  10,000  shares  of 
no-par-value  stock.  How  should  the  transaction  be  recorded?  What 
effect,  if  any,  will  the  change  to  a  no-par-value  basis  have  on  the  surplus 
account  ? 

(b)  Suppose  that  a  new  company  is  organized  with  10,000  shares  of 
n.o-par-value  stock  and  that  this  new  company  takes  over  all  the  assets  and 
liabilities  of  the  old  company  at  their  book  value,  issuing  all  of  its  capital 
stock  in  payment  therefor.  How  would  the  transaction  be  recorded  on 
the  books  of  the  new  company? 

Solution,  (a)  The  disposition  of  the  surplus  account  would  depend  on 
the  action  of  the  directors.  If  no  action  were  taken,  the  only  entry 
required  would  be  one  debiting  capital  stock  common  $500,000  and  crediting 
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capital  stock  no  par  value  $500,000.  The  stock  ledger  accounts  should  be 
adjusted  to  show  the  increased  number  of  shares  held  by  each  stockholder. 

If  the  directors  vote  to  change  the  surplus  into  fixed  capital,  the  entry 
would  be:  debit  capital  stock  common,  $500,000;  debit  surplus,  $100,000; 
credit  capital  stock  no  par  value  $600,000.  A  court  would  probably  con- 
sider the  action  of  the  directors  equivalent  to  the  declaration  of  a  stock 
dividend,  with  the  result  that  there  would  be  no  surplus  available  for  cash 
dividends. 

(b)  In  this  case  the  entries  might  depend  on  the  state  in  which  the 
company  is  incorporated.  Some  states  fix  a  minimum  which  must  be 
paid  for  the  no-par  stock.  A  recent  opinion,  coming  from  the  office  of 
the  solicitor  general,  holds  that  in  such  states  any  excess  over  the  minimum 
paid  in  by  stockholders  is  available  for  dividends.  On  the  basis  of  this 
opinion,  all  of  the  $150,000  in  excess  of  the  fixed  minimum  could  be 
credited  to  capital  surplus.  In  any  event,  the  conservative  thing  to  do  is 
to  record  the  transaction  as  follows: 

Debit  subscriptions  $600,000 ;  credit  capital  stock  no  par  value  $600,000. 
Debit  assets   ($?)  ;  credit  liabilities   ($?)  ;  credit  A  Company,  vendor, 

$600,000. 

Debit  A  Company,  vendor,  $600,000;  credit  subscriptions  $600,000. 
6.  Define  the  following: 

(a)  Income  bond.  (f)  Contingent  reserve. 

(b)  Co-insurance  clause.  (g)  Turnover. 

(c)  Amortization.  (h)  Subsidiary  company. 

(d)  Residuary  legatee.  (i)  Interdepartmental  profit. 

(e)  Working  capital.  (j)  Franchise. 

Solution,  (a)  An  income  bond  is  a  bond  which  imposes  on  the  debtor 
a  conditional  instead  of  the  usual  unconditional  obligation  to  pay  interest, 
the  condition  being  the  earning  of  income  equal  to  the  interest.  If  the 
profits,  before  charging  bond  interest,  are  not  equal  to  the  interest,  the 
debtor  has  no  obligation  to  pay  interest. 

(b)  A  co-insurance  clause  is  a  clause  in  an  insurance  policy  stipulating 
that  the  insurance  company,  in  the  event  of  a  loss,  shall  be  liable  for  no 
greater  proportion  thereof  than  the  sum  insured  under  the  policy  bears  to 
a  stated  per  cent,  of  the  value  of  the  property. 

(c)  Amortization  is  a  gradual  reduction.     The  term  is  generally  used 
in  accounting  in  regard  to  liabilities,  signifying  their  gradual  extinguish- 
ment by  means  of   a   sinking   fund  or  otherwise;   and   in   regard   to  the 
premium  or  discount  on  securities,  signifying  a  gradual  reduction  thereof 
by  entries  to  profit  and  loss. 

(d)  A   residuary   legatee   is  a   person   who   receives,   according  to  the 
directions  of  a  will,  all  the  property  of  an  estate  remaining  after  the  other 
claims  against  it  have  been  satisfied. 

(e)  Working  capital  is  the  excess  of  the  current  assets  of  a  business 
over  the  current  liabilities. 

(f)  A  contingent  reserve  is  an  account  with  a  credit  balance,  set  up 
by  a  charge  to  profit  and  loss  or  surplus,  representing  a  provision  out  of 
profits  for  an  uncertain  future  loss. 
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(g)  Turnover  is  the  number  of  times  the  cost  of  goods  sold  during  a 
period  exceeds  the  average  investment  in  stock. 

(h)  A  subsidiary  company  is  a  corporation  at  least  a  controlling  interest 
of  whose  stock  is  owned  by  another  corporation  called  a  parent  company — 
one  whose  affairs  are  directed  by  the  parent  company. 

(i)  Interdepartmental  profits  are  unrealized  profits  added  to  the  cost 
of  goods  transferred  from  one  department  of  a  business  to  another  de- 
partment or  included  in  the  charge  made  by  one  department  to  another 
for  services. 

(j)  A  franchise  is  a  privilege  granted  by  a  municipal  corporation  to  a 
person  (individual  or  corporate)  permitting  that  person  to  conduct  a 
business  of  a  monopolistic  nature. 

7.  ACTUARIAL  PROBLEM  (optional).  A  company  has  acquired  machin- 
ery, which  cost  $100,000,  which  it  expects  to  be  able  to  use  for  10  years. 
The  scrap  value  at  the  end  of  that  time  is  estimated  at  $25,000.  A  bond 
issue  of  $75,000  due  in  10  years,  bearing  6  per  cent,  interest  and  secured 
by  a  mortgage  on  the  machinery,  was  floated  at  98  soon  after  the 
purchase  of  the  machinery.  The  trust  indenture  requires  that  at  the  end 
of  each  year,  before  the  payment  of  dividends,  a  sum  shall  be  set  aside 
and  charged  against  earnings  sufficient  to  provide  a  sinking  fund  on  a 
5  per  cent,  basis  for  the  redemption  of  the  bonds  at  maturity. 

The  president  of  the  company  is  in  favor  of  providing  a  reserve  for 
depreciation  on  the  machinery  by  the  sinking-fund  method,  using  5  per  cent, 
as  a  basis,  although  he  does  not  advocate  creating  a  replacement  fund  for 
the  machinery  as  well  as  a  sinking  fund  for  the  bonds.  The  treasurer 
contends  that  it  is  not  necessary  to  provide  any  reserve  for  depreciation, 
asserting  as  his  reason  that  the  creation  of  a  sinking-fund  reserve  and  a 
reserve  for  depreciation  would  involve  a  double  charge  against  profits  and, 
further,  that  as  the  sinking-fund  reserve  is  obligatory  the  depreciation 
reserve  is  not  required. 

(a)  Compute  the  amount  of  the  annual  contribution  to  the  sinking  fund 
for  the  redemption  of  the  bonds. 

(b)  Set  up   a   table   showing  the   accumulation   of   the    fund,   on   the 
assumption  that  it  earned  exactly  5  per  cent. 

Also  indicate  the  annual  entries  for  the  sinking  fund  and  for  the 
sinking-fund  reserve. 

(c)  Give  your  opinion  as  to  whether  or  not  there  should  be  a  reserve 
for  depreciation  as  well  as  a  sinking-fund  reserve.     If  the  sinking-fund 
reserve  is  sufficient,  what  disposition  will  eventually  be  made  of  it?     If 
two   reserves    are   necessary,    when   and    in   what    manner    will    they    be 
closed  out? 

1.0510=  1.62889463 

Solution,     (a)  Amount  of  the  annual  contribution  to  the  sinking  fund: 
1.62889463  —  1  =  .62889463  compound  interest. 
.62889463  -s-  .05  =  12.5778926  amount  of  annuity  of  1. 
75,000  -f-  12.5778926  =  5,962.84  annual  contribution. 

(b)  TABLE  OF  ACCUMULATION  OF  SINKING  FUND 

Debit                       Credit  Credit  Balance 

Year                  sinking  fund  sinking-fund  interest  cash  of  fund 

1  $5,962.84  $5,962.84  $5,962.84 

2 6,260.98               $   298.14  5,962.84  12,223.82 

3  6,574.03                   611.19  5,962.84  18,797.85 
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Year 
4 

Debit 

sinking  fund 
6,902.73 

Credit 
sinking-fund  interest 
939.89 

Credit 
cash 
5,962.84 

Balance 
of  fund 
25,700.58 

5  

7,247.87 

1,285.03 

5,962.84 

32,948.45 

6 

7,610.26 

1,647.42 

5,962.84 

40,558.71 

7 

7,990.78 

2,027.94 

5,962.84 

48,549.49 

8     .... 

8,390.31 

2,427.47 

5,962.84 

56,939.80 

9 

....      8,809.83 

2,846.99 

5,962.84 

65,749.63 

10 

9,250.32 

3,287.48 

5,962.84 

74,999.95 

$74,999.95 


$15,371.55 


$59,628.40 


Each  year  an  entry  would  be  made  debiting  surplus  and  crediting 
sinking-fund  reserve  the  amount  shown  in  the  "debit-sinking  fund"  column. 

(c)  There  should  be  two  reserves.  The  depreciation  reserve  is  an 
accounting  necessity  to  put  an  expense  on  the  books;  the  sinking-fund 
reserve  does  not  provide  for  an  expense  and  it  should  be  set  up  by  a 
charge  to  surplus  as  an  appropriation  or  earned  surplus  which  is  temporarily 
unavailable  for  dividends,  instead  of  by  a  charge  to  profit  and  loss  as  an 
expense.  The  sinking-fund  reserve  is  simply  a  device  for  the  benefit 
of  the  bondholders,  to  give  the  sinking  fund  instead  of  dividends  first  claim 
on  the  assets  provided  by  earnings  and  an  exclusive  claim  against  a  portion 
of  those  assets.  Without  the  reserve  the  company  could  pay  dividends  to 
the  full  extent  of  the  profits,  with  the  result  that  the  sinking-fund  con- 
tributions and  the  dividends  would  cause  an  impairment  of  working  capital. 
The  depreciation  reserve  is  necessary  to  determine  the  true  profits ;  the 
sinking-fund  reserve  makes  a  portion  of  these  profits  unavailable  for  divi- 
dends until  after  the  maturity  of  the  bonds. 

The  deprecfation  reserve  will  be  closed  out  when  disposition  of  the 
assets  has  been  made,  which  may  or  may  not  be  in  ten  years,  depending 
on  the  accuracy  of  the  estimate  of  the  life  of  the  machinery.  The  differ- 
ence between  the  cost  and  the  realized  value  of  the  assets  will  be  charged 
to  the  reserve,  the  balance  of  which  will  then  be  closed  to  surplus. 

The  sinking-fund  reserve  will  be  closed  out  at  the  end  of  ten  years 
when  the  bonds  are  retired.  It  will  be  transferred  to  surplus,  where  it  will 
again  be  available  for  dividends,  the  bondholders  being  no  longer  interested 
in  the  dividend  policy  and  the  working  capital  of  the  company. 


Touche,   Niven   &   Co.   announce   the   removal   of   their   Cleveland 
office  to  1052  Hanna  building. 


Price,  Waterhouse  &  Co.  announce  the  removal  of  their  offices  in  New 
York  from  54  William  street  and  6  West  48th  street  to  56  Pine  street. 


Pangborn  &  Panpborn  announce  the  removal  of  their  office  to  253 
Broadway,  New  York. 
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ACCOUNTANTS'  INDEX.     A  bibliography  of  accounting  literature  to 

December,  1920.  American  Institute  of  Accountants,  1921.  1578  pages.  $15. 

The  Accountants'  Index  is  a  revelation  even  to  one  generally  familiar 
with  the  literature  of  accounting  and  accountancy.  It  is  almost  inconceiv- 
able that  any  one  could  have  the  imagination,  courage,  energy  and  patience 
to  produce  a  work  of  such  magnitude.  Outstanding  as  are  the  many 
good  qualities  of  the  publication,  there  rises  above  and  overshadows  all 
the  genius  of  the  Institute  librarian,  Miss  Louise  S.  Miltimore.  The 
accountancy  profession  and  all  those  who  labor  in  the  field  of  accounting 
may  well  acknowledge  a  debt  of  profound  gratitude  to  Miss  Miltimore 
for  her  remarkable  and  useful  contribution. 

The  Index  is  remarkable  on  account  of  its  size,  completeness  and  gen- 
eral merit.  Fifteen  hundred  and  seventy-eight  pages  are  required  to  list 
"the  known  English  literature  on  the  subject  of  accounting  in  print  in  1912 
and  published  since  that  year  to  and  including  December  31,  1920." 

Fifteen  years  ago  the  complaint  was  frequently  heard  that  this  country 
had  no  native  business  literature.  Of  recent  years,  the  complaint  has 
changed  so  that  fault  has  been  found,  not  with  the  dearth,  but  the  fact 
that  there  has  been  so  much  material  that  it  has  not  been  comprehended 
in  any  one  reference  source.  As  far  as  one  is  able  to  judge,  this  difficulty 
has  now  been  largely  overcome  by  a  work  which  is  strikingly  complete. 

The  merits  of  the  Index  are  numerous.  In  the  first  place,  it  is  very 
serviceable.  In  other  words,  it  is  easy  to  find  what  is  sought.  The  material 
is  arranged  alphabetically  according  to  subject.  Authors  are  similarly  listed 
along  with  the  material.  To  find  the  name  of  a  book,  the  title  of  an 
article  or  the  work  of  a  given  author,  one  has  only  to  look  for  it  alpha- 
betically as  one  would  consult  an  encyclopaedia.  This  so-called  dictionary 
form  of  entry  makes  reference  easy  even  to  a  tyro  in  the  use  of  catalogues. 

As  an  example,  note  what  is  found  by  the  uninitiated  who  wants  refer- 
ences on  costs  in  limestone  quarries : 

QUARRIES  AND  QUARRYING— 

COSTS : 
Bowles,    O.    Blasting   costs    in   American   quarries.     Engineering   and 

Contracting,  January  15,  1919.    p.  56-7. 
Bowles,  O.     Limestone  quarry  methods  and  quarry  costs.     Concrete, 

May,  1919,'  Sup.  55-6. 
Bowles,  Oliver.     Quarry  costs.     (In  his  Rock  quarrying  for  cement 

manufacturers.  1918.  p.  100). 

Cost  of  quarry  blasting.    Municipal  Engineering,  October,  1916,  p.  144. 
Cost  of  quarrying  and  crushing  limestone   for  a  road   improvement. 

Engineering  and  Contracting,  February  5,  1919,  p.  154. 
Gillette,  Halbert  P.    Rock  excavation,  quarrying  and  crushing.     (In  his 

Handbook  of  cost  data  for  contractors  and  engineers.  1910.  p.  171-257). 

Books,  periodical  articles  and  pamphlets  are  thrown  into  one  alpha- 
betical arrangement  which  has  the  advantage  of  confining  the  search  for 
a  given  subject  to  one  place.  In  addition,  the  published  works  of  a  given 
author  are  grouped  under  the  author's  name. 
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The  set-up  of  type  is  very  good,  the  entries  being  well  differentiated 
and  set  apart  by  the  use  of  bold-faced  type,  capitals,  italics,  etc.  Capi- 
talization has  been  reduced  to  a  minimum,  thus  eliminating  emphasis  of 
the  non-essentials,  being  restful  to  the  eye  and  making  for  easy  consultation. 

Any  review  of  the  Index  would  be  incomplete  which  fails  to  comment 
on  the  references  to  depreciation.  This  subject  is  generally  recognized  as 
having  received  more  attention  at  the  hands  of  writers  than  any  other. 
Yet  it  is  doubtful  if  any  one  without  seeing  the  references  brought  together 
realizes  the  extent  to  which  the  treatment  of  this  subject  has  gone.  Three 
hundred  and  thirty-eight  pages  of  the  Index  are  required  to  list  the 
references  to  depreciation,  depletion  and  obsolescence. 

This  statement  is,  perhaps,  subject  to  slight  qualification,  as  the  com- 
pilation goes  further  than  the  mere  listing  of  titles  and  authors  and  gives 
the  rates  of  depreciation  for  the  various  classes  and  items  of  physical  prop- 
erty mentioned  by  the  various  authors.  This,  in  itself,  is  a  matter  of 
great  convenience  and  is  only  one  more  evidence  of  the  many  useful 
characteristics  of  the  Index. 

Words  are  inadequate  to  express  the  value  which  this  volume  holds  for 
the  accountancy  profession.  It  is  beyond  the  limit  of  the  most  profound 
imagination  to  conceive  its  full  usefulness.  Only  by  daily  and  intensive 
use  will  it  be  possible  to  realize  what  treasures  of  information  the  book 
contains. 

The  author  of  the  Index  has  performed  a  great  service.  It  should  be 
officially  recognized,  not  only  by  the  American  Institute  of  Accountants, 
but  by  the  American  Library  Association,  of  which,  no  doubt,  Miss  Milti- 
more  is  a  member.  Hers  is  an  achievement  worthy  of  decoration. 

JOHN  RAYMOND  WILDMAN. 


Correspondence 


Claims  for  Refund  of  Tax  on  Stock  Dividends 
Editor,  The  Journal  of  Accountancy: 

SIR:  I  have  read  with  interest  Some  Accounting  Anomalies  of  Tax 
Laws  by  F.  W.  Thornton,  appearing  in  the  June  issue.  In  discussing  the 
question  of  tax  on  stock  dividends  Mr.  Thornton  says  that  "there  seems 
to  be  some  basis  for  a  claim  *  *  *  although  no  such  claim  has  been 
made  within  my  knowledge."  Many  of  your  readers  will  be  interested 
to  know  that  such  claims  have  been  made  and  will  be  vigorously  pressed. 
A  full  discussion  of  the  matter  and  the  proper  method  of  making  a  claim 
appear  on  pages  604  and  605  of  my  1921  Income-tax  Procedure. 

Sincerely  yours, 

ROBERT  H.  MONTGOMERY. 


Marcus   A.    Muller   announces    the    removal    of   his    office    to    217 
Broadway,  New  York. 
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Fallacies  of  the  Sales  Tax 

By  WALTER  A.  STAUB 


Solomon^  truly  said  "There  is  no  new  thing  under  the  sun," 
and  so  the  sales  tax  which  has  been  very  ardently  advocated  for 
enactment  in  the  United  States  is  found  on  examination  to  embody 
a  principle  of  taxation  which  was  in  use  many  centuries  ago  and 
which  the  best  thought  on  the  subject  of  taxation  has  long  since 
discredited.  As  Professor  Seligman  well  said  in  the  course  of 
the  long  and  exhaustive  study  of  the  taxation  problem  made 
during  the  past  fall  and  winter  by  the  tax  committee  of  the 
National  Industrial  Conference  Board: 

The  sales  tax  is  not  a  novel  tax.  .  .  .  The  Romans 
had  it,  not  to  speak  of  the  Egyptians,  and  the  Babylon- 
ians. .  .  .  With  only  two  exceptions,  it  has  been 
abolished  everywhere  and  has  not  been  reintroduced  in 
any  first-class  country  —  and  those  two  exceptions  are 
Germany,  which  reintroduced  it  in  1919,  and  France, 
which,  as  has  been  said,  introduced  it  in  1920.  Now 
before  we  consider  the  experiences  with  this  tax,  it 
must  be  remembered  that  we  can  learn  little  one  way  or 
another,  either  for  or  against  it,  from  Mexico  or  Cuba  or 
the  Philippines,  or  Canada,  all  of  which  are  countries  of 
insignificant  economic  proportions,  where  we  do  not 
find  the  real  kind  of  sales  tax  that  we  have  been  dis- 
cussing. ...  * 

FOUR  PROPOSITIONS 

There  has  unfortunately  been  a  great  deal  of  loose  thinking 
on  the  subject  of  a  sales  tax  and  many  business  men  have  been 
carried  away  with  the  alluring  prospect  of  a  tax  which  would 

(a)  raise  a  large  amount  of  revenue  for  the  federal  government; 

(b)  impose  no  burden  on  business  because  it  would  invariably 

'Special  Report  Number  17,  page  72. 
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and  in  full  amount  be  passed  on  to  the  consumer;  and  (c)  be 
spread  out  so  thin  that  it  would  impose  no  appreciable,  burden 
on  the  consumer.  It  will  perhaps  be  helpful  to  state  briefly  a 
few  cardinal  propositions. 

1.  No  tax  which  is  expected  to  raise  from  $1,000,000,000  to 
$6,000,000,000,  or  even  more,  in  one  year   (the  estimates  vary 
between  those  figures)  can  be  a  "trifling  tax."    It  is  bound  to  be 
felt  by  someone. 

2.  A  tax  is  not  necessarily  light  because  expressed  in  a  low 
rate.   A  tax  of  1  per  cent,  on  the  gross  sales  may  not  infrequently 
amount  to  40  or  50  per  cent,  of  the  net  profit  from  the  sale.    If 
a  sale  results  in  no  profit,  or  even  a  loss,  and  the  tax  must  never- 
theless be  paid,  1  per  cent,  may  prove  a  crushing  burden. 

3.  If  a  sales  tax  cannot  be  passed  on  to  the  consumer,  it  be- 
comes a  tax  on  gross  earnings  and  far  outdoes  in  injustice  the 
crudest  income  or  profits  tax. 

4.  If  a  sales  tax  is  passed  on  it  becomes  a  tax  on  consumption 
(needs)    instead   of  being  imposed  according  to  ability  to  pay 
(income). 

LURE  OF  A  LOW  RATE 

Perhaps  nothing  has  been  more  responsible  for  the  apparent 
favor  with  which  many  business  men  greeted  the  proposal  for  a 
uniform  tax  of  1  per  cent,  on  all  sales  than  the  low  rate.  The 
pioneers  of  the  present  movement  for  such  a  tax  were,  whether 
they  were  themselves  aware  of  it  or  not,  psychologists  of  no  mean 
order  when  they  selected  a  base  for  the  tax  which  would  permit 
of  naming  a  rate  as  low  as  1  per  cent.  After  having  to  struggle 
during  recent  years  with  taxes  expressed  in  rates  running  as  high 
in  one  year  as  80  per  cent,  (on  net  profits,  not  on  sales),  the 
slogan  "a  tax  of  only  1  per  cent."  made  a  strong  appeal  to  the 
American  business  man.  If  he  did  give  thought  to  the  vital  dif- 
ference between  imposing  the  tax  on  gross  business  instead  of  on 
net  profit,  he  was  told  that  in  any  event  the  tax  would  all  be 
passed  on  to  his  customers. 

Now  it  needs  to  be  realized  that  what  matters  in  the  final 
analysis  is  not  the  number  of  tax-doses  but  the  aggregate  of  the 
doses.  The  individual  rain  drop  is  trifling  in  size  and  force,  but 
when  there  are  enough  drops  they  produce  a  cloud-burst.  So  with 
the  sales  tax,  the  rate  in  which  the  tax  is  expressed  is  in  one  sense 
quite  immaterial.  The  important  questions  are  (a)  what  amount 
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is  to  be  raised  by  the  tax;  (b)  what  will  be  the  effect  if  the  tax 
is  passed  on  to  the  consumer;  and  (c)  what  will  be  the  result  if 
the  tax  cannot  be  passed  on  ? 

PRODUCTIVITY  OF  SALES  TAX 

As  to  the  first  of  these  questions,  the  tremendous  variation  in 
the  estimates  of  the  productivity  of  a  1  per  cent,  sales  tax  raises 
grave  doubt  of  its  desirability  as  a  governmental  fiscal  measure. 
Estimates  of  the  amount  it  will  produce  range  all  the  way  from 
$1,000,000,000  to  $6,000,000,000,  and  some  extravagant  estimates 
run  even  higher.  Much  has  been  said  of  the  unreliability  of 
incomes  or  profits  as  a  basis  for  taxation,  yet  it  is  a  question 
whether  even  the  excess-profits  tax — were  it  to  be  retained,  which 
does  not  seem  likely — would  be  much  more  difficult  to  estimate 
as  to  productivity  for  a  year  in  advance  than  has  proven  to  be  the 
case  with  the  sales  tax  which  was  enacted  in  France  last  year. 
Advocates  of  a  sales  tax  in  the  United  States  made  much  last  fall 
of  the  imposition  of  such  a  tax  in  France  during  the  preceding 
summer.  They  make  but  little  reference  to  it  now,  doubtless  for 
the  following  reasons : 

(a)  The  tax  has  proven  to  be  extremely  unpopular.  This 
is  quite  contrary  to  the  assurances  given  us  that  a 
sales  tax  is  spread  out  so  thinly  over  the  consumers 
that  none  will  feel  it  appreciably  and,  therefore,  it 
will  be  readily  accepted. 

(b)  The  tax  actually  collected  has  always  fallen  far  short 
of  the  budget  estimates  of  the  amount  to  be  raised 
therefrom  and  has,  in  fact,  been  steadily  decreasing ; 
the  latest  reports  indicate  that  in  recent  months  less 
than  40  per  cent.*  of  the  estimated  revenue  to  be 
received  from  the  sales  tax  in  those  months  was 
actually  collected.  This  again  is  contrary  to  what  we 
have  been  told  is  one  of  the  most  desirable  features 
of  a  sales  tax,  viz.,  its  extreme  dependability  as  a 
revenue  producer. 

The  argument  for  the  dependability  of  the  sales  tax  as  a 
revenue  producer  was  based  on  the  premise  that  gross  sales  con- 
tinue undiminished  through  a  period  of  depression  to  a  greater 
degree  than  is  the  case  with  profits.  That  profits  decrease  at  a 
somewhat  faster  pace  than  the  falling  off  in  gross  business  is 
doubtless  true,  but  that  this  offers  insuperable  difficulties  in  fore- 

*A  Paris  dispatch  in  the  New  York  Herald  of  May  W,   1921,  stated  th«t   "Febru- 
ary's receipts  asKnnrted  to  tmly  cme-third  the  eetiante*. 
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casting  revenue  from  income  taxes  as  compared  with  estimating 
the  productivity  of  sales  taxes  is  not  true.  In  Great  Britain  the 
income  tax  has  been  the  leading  factor  in  the  national  budget  for 
over  half  a  century  and  through  periods  of  varying  prosperity  and 
depression.  The  annual  forecasts  of  the  revenue  to  be  derived 
from  that  source  have  been  much  more  dependable  than  the  fore- 
casts of  the  revenue  to  be  derived  from  the  sales  tax  in  France. 
Further,  who  are  better  able  to  pay  taxes,  those  whose  income  is 
cut  off  entirely — and  it  is  estimated  that  at  the  present  time 
5,000,000  wage  earners  in  the  United  States  are  unemployed — or 
those  whose  incomes  continue  during  a  period  of  depression  even 
though  in  reduced  measure? 

PASSING  ON   THE  TAX 

The  proponents  of  a  general-sales  tax  frankly  advocate  the 
passing  on  of  the  tax  to  the  consumer,  in  fact,  this  expected  pass- 
ing on  is  claimed  as  one  of  the  leading  virtues  of  the  tax.  This  is 
a  most  astounding  situation.  Practically  all  schools  of  economists 
have  considered  the  ideal  tax  one  which,  when  fairly  imposed, 
could  not  be  passed  on  but  would  be  actually  borne  by  those  on 
whom  imposed.  In  the  past  the  effort  has  invariably  been  made 
to  explain  that  a  given  tax  was  not  passed  on.  For  example,  a 
favorite  claim  of  some  protectionists  was  that  the  'foreigner  really 
bore  the  tariff  duties  imposed  on  imports  and  that  the  cost  of 
such  goods  was,  therefore,  no  greater  to  the  consumer  than  it 
would  have  been  had  no  duties  been  imposed. 

If  the  tax  is  invariably  passed  on,  and  if  it  is  insufficient  in 
amount  to  be  burdensome  to  the  consumer,  why  not  simplify  the 
tax  still  further — and  simplicity  is  another  virtue  claimed  for  the 
sales  tax — by  imposing  it  directly  on  the  consumer,  say,  on  a  poll- 
tax  basis  ?  This  would  eliminate  the  making  of  millions  of  monthly 
reports  of  sales;  it  would  absolutely  obviate  any  possible  pyra- 
miding of  the  tax ;  it  would  remove  any  incentive  to  find  ways  of 
doing  business,  such  as  leasing  or  consignment  arrangements, 
which  might  technically  avoid  the  imposition  of  sales  tax ;  it  would 
prevent  any  possible  advantage  in  favor  of  the  multiple  process 
concern  against  the  single  process  business;  and  it  would  with  a 
vengeance  bring  home  to  those  classes  having  only  a  low  income 
the  realization  that  they  were  actually  paying  a  tax  to  the  federal 
government  and  had  a  personal  interest  in  its  conduct — another 
virtue  claimed  for  taxes  which  will  fall  not  only  on  those  having 
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an  income  exceeding  the  $1,000  and  $2,000  exemptions  under  the 
present  income-tax  law  but  also  on  those  whose  incomes  fall  short 
of  those  amounts. 

Merely  to  state  the  proposal  for  such  a  tax,  i.  e.,  on  a  per-capita 
basis,  is  sufficient  to  show  its  impracticability  as  well  as  its  un- 
fairness. It  would  have  as  little  chance  of  getting  through  con- 
gress as  an  icicle  would  have  of  getting  through  a  hot  summer's 
day.  A  per-capita  tax  of  say  $15  (assuming  that  the  amount  of 
tax  to  be  raised  is  only  $1,500,000),  or  of  even  only  $10,  for  each 
man,  woman  and  child  in  the  country  doesn't  sound  like  very  much 
to  pay  for  the  blessings  enjoyed  in  America  in  these  times  as 
compared  with  the  conditions  under  which  a  majority  of  the 
people  in  Europe  are  living  at  the  present  time.  Surely  that  sounds 
like  a  small  enough  annual  contribution  from  each  inhabitant  of 
the  United  States  toward  the  fund  out  of  which  our  national 
expenses  are  paid  and  by  which  the  financial  burden  resulting 
from  the  war  is  carried.  Yet  we  know  that  to  levy  such  a  tax 
would  be  unfair,  inadvisable  and  probably  impossible. 

To  require  a  workingman,  whose  wages  are  substantially  all 
required  to  pay  for  the  maintenance  of  his  family  in  moderate 
comfort,  to  pay  anywhere  from  $50  to  $100  (assuming  his  family 
to  consist  of  five  persons)  as  an  annual  national  poll  tax  would, 
especially  in  the  present  disturbed  state  of  affairs,  be  the  most 
foolish  thing  this  country  could  do.  As  Professor  Seligman  says 
of  the  sales  tax : 

Under  our  present  system  where  the  income  tax  is 
expected  to  yield  about  one  and  a  quarter  billions,  and 
the  excess-profits  tax  about  a  billion  dollars,  the  other 
taxes,  most  of  which  rest  upon  consumption,  already  ag- 
gregate about  a  billion.  The  proposition  now  is  to  take 
off  one  of  those  three  chief  categories — the  tax  on  excess 
profits — and  remove  the  burden  from  profits  or  wealth  or 
income,  and  put  it  on  the  other  or  consumption  side.  This 
would,  in  my  opinion,  unduly  shift  the  balance  and  bring 
us  too  near  the  position  formerly  occupied  by  all  the 
aristocracies  of  old,  and  still  reflected  in  some  of  the 
European  countries. 

Why  is  it  that  England  and  America  show  their 
democracy,  their  real  democracy,  so  much  more  than 
countries  in  the  difficult  position  of  Italy,  or  France,  or 
Germany?  There  you  will  find  throughout  the  war,  and 
even  now,  the  great  mass  of  taxes  imposed  upon  the 
consumption  of  the  common  man ;  whereas  in  England 
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and  in  the  United  States,  during  the  Great  War,  as  over 
against  our  experiences  in  the  Civil  War,  the  great  ma- 
jority of  taxes  are  raised  from  wealth;  that  is,  from  those 
who  can  afford  to  pay,  rather  than  from  the  consumption 
of  the  necessaries  and  comforts  of  life. 

We  measure  wealth  to-day  in  terms  of  income;  that 
is,  in  terms  of  net  income,  in  terms  of  social  income ;  and 
those  who  are  compelled  to  spend  their  entire  income 
cannot  afford  to  pay  as  well  as  those  who  do  not  have  to 
spend  all  their  income.* 

What  essential  difference  is  there  between  such  a  poll  tax  and 
a  general-sales  or  turnover  tax?  If  invariably  passed  on,  the  sales 
tax  must  eventually  converge  on  and  be  borne  by  the  consumer's 
purchases.  Thus,  in  a  broad  way,  the  tax  would  spread  out  on  a 
per-capita  basis.  It  is  true  that  the  wealthy  would  pay  a  little 
more  per  capita  than  the  poor  but  just  as  the  wealth  of  the  very 
rich,  if  distributed  ratably  among  the  rest  of  the  country's  popu- 
lation, would  increase  but  little  the  per-capita  wealth  of  the  ordi- 
nary workingman,  so  the  larger  expenditures  of  the  wealthy  would 
reduce  but  little  (relatively)  the  per-capita  living  expenses  of  the 
working  classes  from  the  per-capita  average  of  all  classes.  Also, 
some  expenditures  of  the  rich — such  as  wages  of  servants  which 
form  a  material  part  of  their  living  expenditures — would  not  be 
subject  to  the  sales  tax,  whereas  practically  all  a  workingman 
pays  for  the  maintenance  of  his  family  would  be  subject  to 
the  tax. 

David  F.  Houston,  formerly  secretary  of  the  treasury,  re- 
cently said: 

A  sales  tax  would  be  no  substitute  for  an  excess- 
profits  tax.  The  excess-profits  tax  falls  on  corporations. 
The  sales  taxes  would,  without  much  question,  be  paid  by 
consumers.  If  it  is  proposed  to  abolish  all  profits  taxes, 
and  to  raise  the  revenue  needed  through  sales  taxes,  then 
we  should  run  into  this  equally  great  difficulty,  that 
whereas  now  about  21  per  cent,  of  our  federal  taxes  are 
consumption  taxes,  then  perhaps  50  per  cent,  would  be 
consumption  taxes.  No  student  of  taxation  could  or 
would  defend  making  consumption  the  basis  for  such  a 
percentage  of  our  federal  revenues.  Consumption  is  not 
a  sound  basis  for  such  a  mass  of  revenues.  Consumption 
does  not  measure  ability  to  pay,  and  to  raise  the  amount 
of  taxes  by  a  sales  tax  which  a  repeal  of  all  profits  taxes 
would  imply,  would  throw  us  into  an  absolutely  obnoxious 
and  indefensible  scheme  of  federal  taxation. 

•National  Industrial  Conference  Board,  Special  Report  No.  17. 

86 


Fallacies  of  the  Sales  Tax 


IF  THE  TAX  IS  NOT  PASSED  ON 

Viewing  the  question  from  another  angle,  what  would  be  the 
results  if  the  tax  cannot  be  passed  on  to  the  consumer  in  its 
entirety?  The  answer  is  that  the  sales  tax  would  then  become  a 
tax  on  gross  earnings.  A  tax  on  gross  earnings  would  far  outdo 
in  injustice  and  in  unfair  incidence  any  injustices  which  admit- 
tedly have  been  suffered  in  individual  cases  from  the  imposition 
of  our  crude  war  and  excess-profits  taxes.  During  1918,  a  year 
of  widespread  business  prosperity,  the  equal  of  which  for  volume 
of  profits  earned  we  are  not  likely  to  see  soon  again,  one-third  of 
the  corporations  of  the  country  either  earned  no  profit  whatever 
or  sustained  an  actual  loss.  Doubtless  some  of  these  were  inactive 
corporations  not  doing  business  but  on  the  other  hand  there  were 
other  corporations  reporting  profits  which  were  but  small  in 
amount.  It  is  clear  that  a  considerable  number  of  active  corpora- 
tions earned  little  or  no  profits. 

If  it  is  so  simple  a  matter  to  pass  on  a  sales  tax,  it  should 
likewise  be  easy  to  pass  on  the  full  cost  of  goods  manufactured 
or  purchased  for  resale  and  the  expense  incident  to  the  business. 
And  yet  apparently  a  considerable  number  of  the  business  cor- 
porations of  the  country  cannot,  or  for  some  reason  do  not,  pass 
on  all  their  costs  or  expenses.  Why  not?  The  answer  is  that  cost 
alone  does  not  determine  what  the  purchaser  can  in  turn  secure 
when  selling  an  article.  Demand  and  supply  play  a  large  part  in 
fixing  the  price.  Sales-tax  advocates  are  beginning  to  concede 
that  in  a  falling  market  it  may  not  be  possible  to  pass  on  the  sales 
tax  and  that  in  a  rising  market  the  loading  of  profit,  due  to  the 
removal  of  competitive  restrictions,  may  far  outrun  the  amount 
of  the  sales  tax  which  should  theoretically  be  passed  on. 

In  Mr.  B.  S.  Orcutt's  article  on  the  Overturn  Sales  Tax  on 
Commodities,  which  appeared  in  almost  identical  form  in  the 
Wall  Street  Journal  and  THE  JOURNAL  OF  ACCOUNTANCY,  he 
attempts  to  meet  this  point  by  providing  for  the  charging  of 
the  1  per  cent,  sales  tax  as  a  separate  item  at  the  foot  of  the 
seller's  invoice.  It  is  to  be  pointed  out,  however,  that  when  this 
tax  (which  is  to  be  paid  to  the  government  by  the  seller)  is  paid 
by  the  purchaser  as  an  addition  to  purchase  cost,  he  does  not  in  turn 
specifically  re-charge  it  to  his  customer.  This  tax  is  merged  in  or 
lost  in  the  cost  of  his  goods  and  the  tax  which  he  adds  to  the 
resale  must  be  paid  to  the  government  and  does  not  recoup  him 
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for  the  tax  which  he  paid  upon  buying  the  goods  for  resale  or  for 
use  in  manufacturing.  This  process  repeats  time  after  time  from 
the  original  purchase  of  raw  materials  through  the  various  steps 
up  to  the  final  sale  to  the  ultimate  consumer. 

It  is  also  to  be  pointed  out  that  neither  the  Smoot  nor  Mott 
sales-tax  bills  which  have  been  introduced  at  the  present  session 
of  congress  call  for  the  specific  addition  of  sales  tax  as  a  separate 
item  on  the  seller's  invoice.  Further,  when  the  goods  get  down 
to  the  retailer,  assuming  that  the  1  per  cent,  tax  is  to  be  charged 
specifically  to  the  consumer,  some  very  practical  difficulties  arise. 
Shall  a  full  cent  be  added  to  articles  selling  for  less  than  a  dollar, 
so  that  on  a  single  pound  of  sugar,  say,  selling  for  seven  cents,  a 
tax  of  one  cent,  or  about  14  per  cent.,  shall  be  collected?  On  an 
article  selling  for  $1.10  is  the  tax  to  be  two  cents  or  almost  2  per 
cent.?  If  so,  is  the  retailer  to  keep  for  himself  the  tax  collected 
in  excess  of  1  per  cent,  on  his  aggregate  sales?  If  not,  he  would 
have  to  keep  a  record  of  tax  collected  on  each  sale  and  thus  the 
vaunted  simplicity  of  the  sales  tax — the  merchant  simply  sending 
the  government  a  cheque  each  month  for  one  per  cent,  on  his 
total  sales — would  disappear. 

On  the  other  hand,  if  the  retailer  absorbs  the  tax  as  some  sales- 
tax  advocates  graciously,  permit  him  to  do,  the  tax  becomes  a  tax 
on  his  gross  earnings — instead  of  on  his  profits  from  such  earn- 
ings— with  all  the  unfairness  and  discrimination  of  a  gross-earn- 
ings tax. 

In  a  primer  gotten  out  by  one  of  the  sales-tax  propaganda 
organizations  an  illustration  is  worked  out  purporting  to  show 
the  amount  of  sales  tax  resting  on  each  loaf  of  bread  with  the 
results  that  it  would  be  1/6  cent  per  loaf.  The  naive  suggestion  is 
then  made  that  this  tax,  being  so  small,  the  baker  may  absorb  it 
instead  of  passing  it  on  to  the  consumer.  Just  why  the  baker 
should  be  selected  for  the  doubtful  distinction  of  absorbing  the 
sales  tax  passed  on  by  the  farmer  and  miller  is  not  explained. 

Even  assuming  that  the  tax,  no  more  and  no  less,  is  passed  on 
through  one  stage  after  another  of  the  processes  of  manufacture 
and  distribution,  is  it  not  clear  that  the  multiple-process  concern 
would  be  given  a  considerable  advantage  at  the  expense  of  the 
single-process  concern  ?  Many  sales-tax  advocates  in  effect  answer 
that  the  single-process  concerns  have  thus  far  managed  to  exist 
in  spite  of  the  advantages  possessed  by  multiple-process  concerns 
and  may  therefore  be  expected  to  survive  the  added  differential 
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against  them  imposed  by  a  turnover-sales  tax.  Does  this  sound 
just?  Should  a  handicap  be  still  further  increased  by  tax 
measures  ? 

On  the  general  proposition  of  whether  or  not  a  sales  tax  could 
or  would  invariably  be  passed  on,  the  following  statement  con- 
tained in  a  New  York  Times  editorial  (February  5,  1921)  is 
typical  of  the  loose  thinking  so  prevalent  on  this  subject : 

A  flagrant  instance  of  the  vicious  character  of  the  tax 
imposed  upon  corporations  in  this  country  is  disclosed 
in  the  annual  statement  of  Montgomery,  Ward  &  Co. 
of  Chicago.  With  net  sales  in  1920  amounting  to 
$101,745,270,  the  company  shows  losses  of  $7,855,278, 
including  depreciation.  Yet  during  this  year  of  loss  the 
federal  government  took  from  the  company  $860,326  in 
taxes  upon  business  of  the  year  1919. 

Had  a  1  per  cent,  sales  tax  been  in  effect  in  1920,  the  company 
would  have  had  to  pay  $1,017,452.70  in  sales  taxes  instead  of  only 
$860,326  in  profits  and  income  taxes  on  the  profitable  business  of 
the  preceding  year.  Also,  the  sales  tax  would  have  had  to  be  paid 
regardless  of  whether  a  profit  or  loss  was  sustained  on  the  sales 
of  $101,745,270,  whereas  profits  and  income  taxes  are  payable 
only  if  a  profit  is  realized  on  the  sales. 

Again,  if  the  sales  tax  could  so  certainly  be  passed  on  to  the 
company's  customers,  why  wasn't  the  loss  of  $7,855,278  passed 
on,  not  to  speak  of  charging  some  profit?  The  answer  is  that  the 
same  economic  influences  which  caused  the  company  to  lose  money 
on  its  1920  business  would  also  have  probably  caused  it  to  forego 
the  passing  on  of  the  sales  tax  to  its  customers. 

SUMMING  UP 

Limitations  of  space  do  not  permit  of  discussing  all  the  details 
and  minor  phases  of  the  question.  Suffice  it  to  sum  up  by  stating 
that  whether  the  sales  tax  is  actually  passed  on  to  the  consumer  or 
whether  it  is  absorbed  by  the  producer  or  merchant  (on  whom  it 
would  in  the  first  instance  be  imposed),  it  is  an  inequitable  and 
unwise  tax. 

If  actually  passed  on  to  the  consumer  in  every  case — the  pos- 
sibility of  which  may  well  be  questioned — the  effect  is  to  distribute 
a  large  part  of  the  tax  burden  of  the  country  not  according  to 
ability  to  pay  (income)  but  according  to  needs  (consumption). 
In  other  words,  it  lays  a  tax  on  expenditures  instead  of  on  the 
profit  derived  therefrom  by  the  recipients  of  such  expenditures. 
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If,  however,  the  sales  tax  is  not  passed  on  to  the  consumer— 
and  even  the  proponents  of  the  tax  admit  that  under  certain  con- 
ditions the  tax  may  not  be  passed  on — it  would  become  a  tax  on 
gross  earnings  instead  of  on  net  income.  This  would  be  jumping 
from  a  relatively  comfortable  frying  pan  into  a  mighty  hot  fire. 
In  place  of  a  business  having  to  pay  profits  or  income  taxes  only 
if  a  profit  has  actually  been  earned,  the  sales  tax  would  have  to 
be  paid,  even  if  the  year's  business  had  resulted  in  a  loss. 

REDUCE  GOVERNMENTAL  EXPENSES 

One  further  thought  should  perhaps  be  expressed  and  that  is 
in  answer  to  the  query  as  to  what  tax  is  to  be  substituted  for  the 
excess-profits  tax — assuming  that  the  latter  is  to  be  repealed — if 
the  sales  tax  is  not  acceptable.  In  the  writer's  opinion,  there 
should  be  no  substitute.  Instead  of  looking  for  one,  business  men 
ought  to  unite  in  making  it  unmistakably  plain  to  congress  that  it 
is  high  time  the  government  cut  its  garment  according  to  the  avail- 
able cloth.  During  the  past  twelve  months  there  has  been  a  tre- 
mendous change  in  business  conditions  and  business  men  generally 
have  had  to  revise  their  budgets  and  to  cut  their  expenses  to  the 
bone.  Why  should  only  the  federal  government,  which  is  as  it  were 
an  overhead  expense  of  the  combined  taxpayers  of  the  nation,  be 
exempt  from  the  necessity  of  restricting  its  expenditures  to 
figures  which  are  in  reasonable  proportion  to  the  present  income 
of  the  nation's  taxpayers?  More  insistence  on  such  a  course 
would  tend  toward  a  much  better  and  more  effective  solution  of 
our  present  difficulties  of  national  finance  than  does  the  advocacy 
of  such  a  dangerous,  unsafe  and — judging  by  past  experience — 
discredited  tax  measure  as  a  general-sales  or  turnover  tax. 
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By  E.  ELMER  STAUB 

Day  and  night,  optimism  and  pessimism,  prosperity  and  bank- 
ruptcy are  separated  from  each  other  by  narrow  margins  of  time. 
The  spectacle  of  a  mighty  army,  sweeping  everything  in  its  path, 
becoming  separated  from  its  supplies  and,  under  slight  pressure 
from  the  enemy,  suddenly  breaking  and  running,  turning  victory 
into  a  debacle,  is  truly  a  pitiable  one.  Similarly,  the  business  of 
this  glorious  country  of  ours,  making  strides  of  previously  un- 
heard-of magnitude  in  the  two  years  preceding  August,  1920, 
suddenly  halted  and  turned.  In  about  a  month  prices  of  many 
commodities  collapsed,  maturing  loans  could  not  be  paid,  the  in- 
sufficient labor  supply  turned  into  a  labor  surplus,  dividends 
ceased  and  investors  stood  aghast  at  the  falling  value  of  their  in- 
vestments. The  day  of  fevered  quantity  shipments  and  blue-sky 
prices  quickly  changed  into  the  dark  night  of  order  cancellations 
and  instructions  to  hold  shipments;  optimists  became  pessimists, 
and  impending  bankruptcy  stalked  as  a  ghost  in  the  offices  of 
establishments  whose  securities  were  eagerly  sought  a  few  weeks 
before. 

It  is  not  the  purpose  of  this  paper  to  analyze  the  changed  situ- 
ation and  to  attempt  to  enumerate  the  causes  of  the  change.  The 
articles  in  the  daily  papers  and  financial  magazines  of  the  past  six 
months  are  evidence  that  many  have  already  attempted  to  do  so ; 
and  the  explanations  have  been  plentiful  in  number  and  varied  in 
nature.  It  is  proposed,  however,  to  refer  to  one  or  two  items  of 
interest  from  the  point  of  view  of  an  accountant  and  of  an  in- 
vestor, which  stand  out  because  of  these  experiences,  particularly 
with  respect  to  manufacturing  corporations. 

Retail  merchandising  establishments  did  pile  up  huge  inven- 
tories at  high  prices,  seemingly  expecting  the  mania  of  retail  buy- 
ing at  any  price  to  continue  indefinitely,  and  many  excuses  can  be 
set  forth  seeming  to  justify  such  a  policy  in  individual  instances. 
Manufacturing  corporations  also,  relying  upon  the  business  integ- 
rity of  their  distributors,  and  never  for  a  moment  considering  the 

*  A  paper   read   at  a  regional   meeting   of  the   American   Institute   of  Accountants, 
Detroit,  Michigan,  April  8,  1921. 
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possibility  of  the  cancellation  of  huge  orders  taken  in  good  faith 
for  delivery  over  an  extended  period,  found  themselves  with  large 
inventories  and  even  large  commitments  when  the  slump  came. 
Expenditures  and  commitments  for  the  expansion  of  manufac- 
turing facilities  to  take  care  of  this  demand  added  further  em- 
barrassment to  a  strained  financial  situation. 

As  a  result,  the  close  of  the  year  1920  found  many  corpora- 
tions preparing  statements  the  like  of  which  they  nor  their  bank- 
ers nor  their  security  holders  had  ever  deemed  possible.  Inven- 
tory values  having  shrunk,  the  banks  demanding  balance-sheets 
showing  present  values  and  the  saving  in  income  taxes  to  be  ef- 
fected by  writing  the  shrinkage  off  the  books  at  once,  caused  a 
general  revision  downward  of  book  values.  Huge  profits  arising 
from  operations  during  the  first  seven  months  of  the  year  disap- 
peared, to  be  replaced  by  net  losses  of  equally  large  proportions. 
The  effect  of  large  shrinkage  in  inventory  values  and  of  the  fur- 
ther commitments  at  high  prices  was  serious  to  the  financial  state- 
ments of  many  corporations  of  usually  high-class  standing.  The 
further  shrinkage  in  liquid  capital,  due  to  large  expansion  pro- 
grammes in  the  case  of  many  manufacturing  corporations,  fur- 
ther aggravated  the  situation  to  such  an  extent  that  banks,  at  least 
for  the  time  being,  have  had  to  ignore  their  own  minimum  credit 
requirements  as  to  ratios  of  quick  assets  to  current  liabilities  and  to 
extend  financial  help  to  an  extent  not  usually  given,  in  order  to 
prevent  a  widespread  and  disastrous  financial  panic. 

Even  in  descending  markets,  however,  inventories  have  values 
which  are  capable  of  being  realized;  but  over-expansion  in  plant 
and  equipment  by  manufacturing  enterprises  is  especially  serious, 
and  it  is  to  that  condition,  its  effect  upon  stock-holders  (one  of  the 
first  being  the  discontinuance  of  dividends)  and  the  control  of 
future  over-expansion  that  we  wish  here  to  give  especial  attention. 

The  investor  purchases  securities  in  the  expectation  that  he 
will  receive  a  reasonable  income  therefrom.  He  must  have  con- 
fidence in  the  security  offerings  of  reputable  banking  houses  and 
in  their  accountants'  statements,  and  anything  done  to  assure  the 
small  investor  just  treatment  and  adequate  protection  of  his  in- 
vestment is  worth  while. 

That  the  investor  has  not  complete  faith  in  public  accountants' 
statements  is  indicated  by  the  opening  paragraph  of  an  exceed- 
ingly well  written  and  opportune  article  in  the  issue  of  Febru- 
ary 28,  1921,  of  The  Financial  World,  which  analyzes  the  state- 
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ments  of  the  Ford  Motor  Company  and  the  Willys-Overland 
Company.  In  this  paragraph  the  author  states  that: 

To  find  out  the  available  profits  of  any  business,  take  the  expert  accountant's 
statement  as  to  "surplus,"  scan  very  carefully  the  distance  to  the  nearest 
basket,  and  chuck  it  in.  That  fetish  of  the  expert— -"surplus"— is  a  delusion 
and  a  snare. 

The  article  proceeds  further  as  follows : 

Legitimate  dividends  are  being  paid  by  a  number  of  steel,  copper  and 
other  companies  that  have  curtailed  production  and  are  supposed  to  be  losing 
money  by  the  books;  that  is,  their  paper  surpluses  are  dwindling.  Those 
surpluses  were  never  available  as  profits  when  the  surpluses  were  piling 
upon  the  books.  Neither  are  the  companies  "losing"  now  that  the  surpluses 
of  goods  and  high-cost  raw  materials  are  being  whittled  down  and  turned 
into  cash.  The  merry  clink  of  the  coin  from  dividend  cheques  cashed  in 
sings  a  happier  song  than  the  doleful  dirge  of  the  expert  accountant.  Too 
often  the  other  side  of  the  picture  shows.  The  low  book  costs  and  big 
paper  profits  do  not  reflect  the  huge  sums  of  real  money  tied  up  in  new 
construction  and  expansion,  supplies  and  goods  being  carried. 

Upon  first  reading,  it  seems  ridiculous  to  the  public  account- 
ant for  anyone  to  state  that  "surplus  is  a  delusion  and  a  snare" 
and  "that  companies  are  not  losing  money  when  the  surplus  is 
being  cut  down."  The  statements,  of  course,  are  based  upon  the 
sole  item  of  cash,  which  is  not  available  for  dividends  if  already 
spent  for  fixed  assets  and  is  available  for  dividends  if  on  hand, 
even  though  secured  by  previously  selling  inventory  at  an  actual 
loss  as  compared  with  cost.  We  may  argue  that  profits  and  losses 
are  statements  of  results  arising  from  completed  transactions,  and 
that  they  do  not  express  the  financial  condition  after  their  com- 
pletion. Nevertheless,  the  average  investor  is  influenced  by  the 
accountant's  statement  of  profits,  and  the  accountants  have  some 
responsibility  with  respect  to  making  such  statements  complete 
and  informing. 

A  few  weeks  ago  a  well-known  investment  banking  house 
offered  to  the  public  $10,000,000  of  10-year  8-per-cent.  bonds, 
repurchasable  through  sinking  fund  at  105,  and  in  the  offering 
circular  the  statement  appeared  that  the  manufacturing  company 
putting  out  the  notes  was  then  paying  $1.00  a  share  quarterly 
dividends  on  1,000,000  shares  of  $10.00  par  value  common  stock 
and  7  per  cent,  dividends  on  nearly  $8,000,000  of  preferred  stock. 
In  other  words,  this  company  will  pay  $850,000  interest  per 
annum  for  10  years,  in  order  to  pay  out  $9,100,000  dividends 
during  the  first  two  years  thereof.  Yet  the  statement  is  made  in 
the  same  circular  that  in  the  year  ended  September  30,  1920,  the 
net  income  of  the  company  available  for  interest  and  federal  taxes 
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amounted  to  over  23  times  the  interest  requirements.  This  means 
that  the  company  had  a  net  income  of  over  $18,400,000  and  yet 
had  to  borrow  money  at  the  rate  of  8  per  cent,  per  annum  in  order 
to  distribute  dividends  equal  to  less  than  25  per  cent,  of  that  net 
income.  It  is  hard  for  investors  to  understand  the  necessity  for 
borrowing  such  sums,  if  the  statements  as  to  profits  are  correct 
and  complete — to  the  laity  there  seems  to  be  "something  rotten  in 
the  state  of  Denmark." 

Small  wonder,  then,  that  the  author  of  the  article  in  The 
Financial  World  minimizes  the  value  of  profit-and-loss  and  sur- 
plus statements.  By  comparing  the  balance-sheet  items  at  the 
close  of  the  year  with  those  at  the  beginning  and  by  making  cer- 
tain combinations,  the  author  divides  profits  into  "paper  profits" 
and  "available  profits."  At  one  point  in  the  article  he  makes  the 
statement  with  reference  to  the  Ford  Motor  Company,  that : 

The  books  show  a  margin  of  profit  never  very  large,  not  even  paper  profits ; 
and  when  in  1919-20  Henry  Ford's  ruinous  ideas  as  to  wages  and  wage 
bonuses  in  his  own  business  impinged  upon  similar  ideas  of  workmen  in 
other  industries  which  led  to  ruinous  inflation  and  strike  impediments  all 
around,  and  when  Ford  had  the  extra  burden  of  interest  payments  on  his 
debts,  the  great  Ford  business  ran  at  a  loss,  as  the  books  show. 

To  the  analyst,  the  article  is  very  interesting  and  to  an  in- 
vestor some  of  the  deductions  should  be  extremely  helpful,  be- 
cause, after  all,  the  financial  position  maintained  by  a  company  as 
reflected  by  the  balance-sheet  is  indicative  of  the  business  ability 
of  the  managers.  Nevertheless,  if  the  accountant  prepares  profit- 
and-loss  statements  which  are  incomplete  (and  they  are  incom- 
plete if  their  interpretation  requires  an  unusually  high  degree  of 
accounting  ability  upon  the  part  of  the  reader),  the  question 
arises  as  to  whether  or  not  the  time  has  come  to  limit  public  ac- 
countants' certificates  to  balance-sheets  which  do  not  mention 
the  year's  results  or,  if  net-income  statements  are  submitted,  to 
append  thereto  a  summary  of  the  disposition  of  that  net  income. 

Before  preparing  any  statements  of  net  income,  the  public 
accountant  will,  of  course,  have  satisfied  himself  of  the  correct- 
ness of  the  detailed  figures  used  therein  and  also  of  the  com- 
pleteness of  all  cost  and  expense  items  applying  thereto.  The  dis- 
position of  the  net  income  should  in  no  way  affect  the  ascertain- 
ment of  the  amount  thereof.  The  amount  is  definitely  ascertain- 
able  irrespective  of  whether  the  net  income  has  been  retained  in 
the  business  as  working  capital  in  the  form  of  cash,  receivables 
or  inventory  or  has  been  paid  out  in  dividends  or  invested  in  plant 
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items.  Nevertheless,  too  often  are  net-income  statements  used 
as  a  basis  for  selling  securities  to  buyers  who  never  will  receive 
within  a  reasonable  period  anything  like  their  share  of  the  earn- 
ings reflected  by  such  net-income  statements.  Stockholders  of 
corporations  cannot  understand  why  the  company  issues  annual 
statements  showing  profits  many  times  larger  than  the  dividends, 
if  indeed  any  are  paid.  Stockholders  are  entitled  to  the  net  in- 
come, and  the  net-income  statements  give  the  security-holders  the 
impression  that  the  net  income  shown  thereby  is  available  for 
distribution.  To  argue  that  the  stockholders  own  a  pro-rata  share 
of  what  remains  in  the  surplus  account  is  beside  the  point.  If  it 
is  not  available  for  distribution,  should  the  stockholders  be  al- 
lowed to  find  out  that  fact  for  themselves  ? 

The  author  of  the  aforesaid  article  cautions  the  investor  as 
follows : 

A  mere  profits  or  "surplus"  statement  means  nothing  or  may  be  a 
dangerous  delusion  and  a  snare,  unless  you  know  a  thousand  and  one  details 
as  to  how  the  books  are  kept  regarding  depreciation,  new  construction  costs, 
inventory  "gains,"  and  other  items  that  would  only  muddle  your  brain  and 
take  you  away  from  your  own  business  if  you  had  to  keep  track  of  them. 
On  the  other  hand,  a  balance-sheet  is  the  thing.  It  shows  you  how  the 
profits  are  reckoned,  where  they  went,  what  are  the  real  available  profits, 
and  what  the  financial  condition  of  your  company. 

Since  the  above  statement  is  a  layman's  estimate  of  the  value 
of  a  so-called  profits  statement,  the  question  might  well  be  raised 
with  public  accountants  as  to  whether  or  not  a  statement  of  profit 
and  loss  or  net  income  should  be  submitted  without  appending 
thereto  a  summary  of  the  disposition  of  net  income.  Some  public 
accountants  have  adopted  the  practice  of  including  in  the  text  of 
their  reports  a  summary  of  the  increases  and  decreases  of  the 
asset  and  liability  items  during  the  audit  period  and  balancing 
the  net  of  these  items  against  the  results  shown  by  the  net-income 
statement.  The  practice,  however,  is  not  general.  The  informa- 
tion contained  in  a  public  accountant's  report  is  valuable ;  if  prop- 
erly arranged  the  data  are  increasingly  valuable;  and  if  account- 
ants generally  would  adopt  the  practice  of  preparing  such  a 
summary  of  disposition  of  net  income  and  appending  it  to  the 
net-income  statement  the  information  would  be  a  real  help  to  the 
reader,  be  he  client,  banker  or  investor.  Such  an  advanced  step 
in  public  accountants'  statements  would  be  valuable  only  if  the 
practice  were  universal,  which  it  could  be  made  if  the  members 
of  the  American  Institute  of  Accountants  would  adopt  it. 
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So  much  for  the  form  of  net-income  statements  as  submitted 
by  public  accountants.  The  next  item  of  interest  is  the  actual  dis- 
tribution of  the  net  income,  irrespective  of  whether  it  still  exists 
in  the  shape  of  distributable  liquid  assets,  such  as  cash  or  securi- 
ties, or  has  been  reinvested  in  the  business. 

In  the  aforesaid  article  in  The  Financial  World,  the  author 
includes  as  available  profits  the  gains  in  inventory  and  securities 
owned  and  the  dividends  paid  out,  less  the  loss  in  cash  position— 
this  loss  in  cash  position  he  assumes  to  be  the  reduction  during 
the  operating  period  of  the  excess  of  the  cash  and  receivables 
over  the  payables  of  all  kinds.  He  states  that  all  other  profits  are 
to  be  ignored,  and  he  particularly  alludes  to  that  portion  made  up 
of  gains  in  real-estate  appraisal  and  money  expended  for  new 
plant  construction.  It  is  true  that  profit  once  expended  for  new 
plant  construction  cannot  again  be  paid  out  to  the  stockholders  in 
cash  dividends;  but,  nevertheless,  the  money  has  been  earned,  it 
is  real  profit  and  the  sockholders  are  entitled  thereto.  How  to 
make  it  available  is  the  question.  The  payment  of  stock  dividends 
would  put  into  the  stockholders'  hands  such  evidence  of  an  in- 
terest in  the  company  as  is  more  readily  salable  than  merely  the 
increasing  book  values  of  the  stock.  During  the  recent  war,  stock 
dividends  were  unpopular  because  the  United  States  department 
of  internal  revenue  regarded  them  as  income,  required  their  in- 
clusion in  income-tax  returns  and  assessed  an  income  tax  thereon. 
The  recent  decision  of  the  United  States  supreme  court,  holding 
otherwise,  removes  this  objection  to  the  payment  of  stock  divi- 
dends. 

Is  not  every  stockholder  entitled  to  his  pro-rata  share  of  the 
net  income  of  a  business  during  a  specific  minimum  period  during 
which  he  was  a  stockholder?  Assuming,  for  the  purpose  of  this 
argument,  the  minimum  period  to  be  the  corporation's  fiscal  year, 
should  not  each  stockholder  receive  his  proportionate  share  of  the 
earnings  during  that  period  ?  By  what  equity  should  all  the  stock- 
holders be  deprived  of  any  share  of  the  net  income  and  be  re-' 
quired  to  hold  their  stock  indefinitely  until  a  directorate  shall  cut 
a  so-called  "melon?"  The  Ford  Company  itself  was  involved  in 
a  lawsuit  recently,  brought  by  minority  stockholders  endeavoring 
to  force  a  distribution  of  the  earnings  in  excess  of  the  dividends 
paid,  and  the  minority  stockholders  were  successful  therein.  If 
a  large  percentage  of  the  net  income  is  kept  in  the  business  instead 
of  being  distributed  as  dividends,  it  is  evident  that  the  business 
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requires  more  capital.  Should  all  the  stockholders,  however,  be 
forced  to  contribute  their  pro-rata  share  of  this  capital  against 
their  will  simply  by  the  expedient  of  not  distributing  the  profits 
but  allowing  them  to  remain  in  surplus  account?  Would  it  not  be 
good  policy  and  simple  equity  to  all  the  stockholders  if  corpora- 
tions were  forced  to  distribute  at  the  end  of  each  year  in  the  shape 
of  stock  dividends,  say,  80  per  cent.,  if  not  all,  of  the  net  income 
not  otherwise  distributed  in  cash  or  securities?* 

The  argument  might  be  advanced  that  this  would  not  be  prac- 
ticable in  cases  of  corporations  having  stock  of  no  par  value.  I 
do  not  see,  however,  why  such  corporations  cannot  issue  divi- 
dends in  the  form  of  additional  stock,  provided  the  number  of 
shares  outstanding  always  bears  a  reasonable  relation  to  the  ag- 
gregate of  the  amount  of  cash  paid  in  for  the  original  stock  and 
the  subsequent  accumulated  net  income  not  otherwise  distributed. 

If  the  net  income  is  not  distributable  in  cash  because  of  its 
being  required  for  the  expansion  of  the  business,  would  it  not  be 
better  for  the  credit  standing  of  the  corporation  to  indicate  the 
fact  that  this  additional  earned  and  retained  capital  is  to  be  per- 
manent by  distributing  a  corresponding  value  in  stock  dividends, 
thus  transferring  that  amount  from  the  surplus  to  the  capital 
stock  account? 

Presumably  because  under  existing  corporate  practice  stock- 
holders are  never  sure  of  having  net  income  made  available  for 
their  individual  use,  the  author  of  the  aforesaid  article  questions 
the  propriety  of  capitalizing  expenditures  for  plant  extension,  and 
intimates  that  such  expenditures  are  in  reality  current  expenses 
deductible  from  income,  and,  in  so  far  as  such  expenditures  de- 
prive the  stockholders  of  their  share  of  the  earned  income,  they 
might  as  well  be  current  expenses.  Listen  to  the  author's  state- 
ment: 

The  big  losses  of  Ford  and  Willys-Overland  in  1920  and  the  latter  part 
of  1919,  as  regards  available  profits,  were  not  due  to  extraordinary  expendi- 
tures for  new  construction.  Expansion,  or  what  you  might  call  extraordinary 
expense,  is  really  an  ordinary  expense,  and  has  been  an  ordinary  expense  for 
years  in  carrying  on  these  businesses. 

The  capitalizing  of  expenditures  for  plant  expansion  or  the 
treating  of  them  as  extraordinary  expenses  and  charging  them  off 
currently  are  questions  which  should  be  given  more  consideration 

*  Since  writing  the  above  article,  the  United  States  house  of  representatives  passed 
on  April  28,  1921,  H.  R.  No.  4810,  which  provides  for  the  federal  incorporation  of 
companies  to  promote  trade  in  China.  One  of  the  provisions  of  the  bill  is  that  at 
least  one-third  of  the  net  income  of  the  corporations  must  be  declared  in  dividends 
payable  not  later  than  60  days  after  the  close  of  the  taxable  year. 
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in  the  future  than  has  been  the  case  in  the  past.  Some  expan- 
sions are  made  solely  for  the  purpose  of  guaranteeing  supplies  of 
materials;  others  for  the  purpose  of  improving  the  quality  of 
goods  manufactured;  and  still  others  for  the  purpose  of  increas- 
ing production.  In  some  respects,  and  particularly  to  get  the 
benefits  of  uniform  accounting,  it  might  be  wise  to  treat  all  ex- 
pansion as  capital  charges.  If  this  is  done  careful  attention  must 
be  given  to  see  that  the  current  charges  against  costs  or  net  income 
are  sufficiently  large  to  allow  for  depreciation,  obsolescence,  in- 
creased cost  of  replacement  and  inadequacy  of  the  equipment — 
this  inadequacy  arises  from  increased  demands  upon  the  equip- 
ment which  bring  out  the  experience  that  it  is  too  small  or  too 
light  for  the  increased  service  necessary. 

The  control  of  expansion  programmes  of  corporations  for  the 
protection  of  stockholders  and  of  creditors  is  worthy  of  consid- 
eration. Banks  and  investors  consider  the  balance-sheet  of  a  cor- 
poration in  the  granting  of  credits  and  the  purchase  of  securities. 
If  the  directors  have  an  unlimited  right  to  decide  the  matter  of 
expansion,  a  corporation,  notwithstanding  a  successful  year  so  far 
as  concerns  the  making  of  profits,  may  find  itself  by  reason  of 
such  expansion  in  a  very  undesirable  if  not  dangerous  financial 
position  at  the  end  of  the  year.  Directors  who  authorize  plant 
expansion  programmes  with  the  expectation  of  paying  therefor 
from  current  earnings  are  in  reality  gambling  upon  the  future 
and  are  not  planning  their  finances  in  a  businesslike  manner.  Such 
a  policy  is  unsound  and  unfair  alike  to  creditors  and  to  stock- 
holders. 

For  the  protection  of  purchasers  of  bonds  or  short-term  notes, 
some  corporations  have  provided  for  the  maintenance  of  a  certain 
ratio  of  current  assets  to  current  liabilities.  This  has  in  some 
cases  proved  very  embarrassing  to  corporations  during  times  of 
high  costs  and  increasing  volume  of  business.  Nevertheless,  if 
proper  consideration  is  given  to  reasonable  future  requirements 
at  the  time  of  issuance  of  the  obligations,  such  provisions  are 
really  desirable  and  serve  as  a  check  on  optimism  and  over-ex- 
pansion on  the  part  of  the  management  during  prosperous  times. 
Why  should  not  the  investor  in  the  stock  of  corporations  have  the 
same  protection  as  the  purchaser  of  its  bonds  and  short-term 
notes  ? 

The  question  then  arises  as  to  how  to  protect  these  stock  in- 
vestors without  unduly  hampering  the  directors  in  their  current 
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administration  of  the  business.  This  can  be  accomplished  by  an 
insertion  in  the  bylaws  of  the  corporation  of  a  clause  requiring 
that  a  certain  ratio  of  current  assets  to  current  liabilities  shall  be 
maintained,  unless  otherwise  authorized  by  stockholders  at  a 
special  or  regular  meeting.  The  bylaws  could  also  include  pro- 
vision for  the  annual  distribution  of  all,  or  a  minimum  of  80  per 
cent.,  of  the  annual  net  income  either  in  cash  or  stock  dividends. 
Very  few  corporation  organizers  would  make  such  bylaw  pro- 
visions willingly,  because  the  organization  stock  is  usually  held 
by  a  comparatively  few  stockholders,  who  also  usually  comprise 
the  directorate,  and  they  do  not  care  to  have  limitations  placed 
upon  their  administration  of  the  business.  With  increasing  busi- 
ness, however,  stock  is  sold  to  the  public  and  expansion  proceeds 
merrily,  especially  during  prosperous  periods,  and  banks,  mer- 
chandise creditors  and  minority  stockholders  become  vital  and 
important  factors  in  the  business  and  are  entitled  to  more  protec- 
tion than  the  present  corporate  financing  practice  affords. 

Laws  are  in  effect  which  to  a  certain  extent  protect  savings- 
bank  depositors,  beneficiaries  of  trust  funds  and  policy-holders  in 
life-insurance  companies  by  limiting  the  investments  of  those 
institutions  to  securities  of  certain  classes.  Too  often,  however, 
these  savings-bank  depositors,  trust-fund  beneficiaries,  and  life- 
insurance  policy-holders  withdraw  their  moneys  for  the  purpose 
of  investing  them  in  corporation  shares,  hoping  to  secure  income 
thereon  of  larger  amount,  only  to  find  that  the  law  has  ceased 
to  protect  them  against  anything  more  than  plain  swindling  and 
that  their  money  is  at  the  mercy  of  a  small  body  of  directors 
without  any  check  upon  errors  of  judgment  and  with  no  provision 
making  the  distribution  of  net  income  compulsory.  The  use  of 
funds  in  over-expansion  (which  is  so  tempting  in  prosperous 
times),  without  adequately  augmenting  liquid  capital  to  allow  for 
economical  use  of  the  increased  plant  capacity,  is  a  frequent  mis- 
take of  corporate  officers.  The  check  which  would  be  provided 
by  the  voluntary  insertion  of  adequate  clauses  in  bylaws  is  de- 
sirable, but  it  is  expecting  too  much  of  human  nature  to  look  for 
a  general  adoption  of  such  practice  on  the  part  of  corporation 
organizers.  The  only  other  method  of  furnishing  this  protection 
which  occurs  to  the  writer  at  this  time  would  be  to  encourage 
legislation  requiring  that  the  bylaws  of  all  corporations  shall  pro- 
vide that  a  practising  public  accountant  shall  be  elected  auditor 
at  the  annual  meeting  of  the  stockholders,  that  the  said  auditor 
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shall  report  solely  to  the  stockholders  at  their  annual  meeting  and 
that  the  authority  of  the  directors  with  respect  to  investment  in 
fixed  assets,  patent  rights  or  goodwill  shall  be  limited  to  a  speci- 
fied percentage  of  the  corporation's  combined  capital,  surplus  and 
undivided  profits,  unless  otherwise  authorized  at  a  special  or 
regular  meeting  of  the  stockholders.  The  legislative  requirement 
that  the  bylaws  contain  a  clause  relative  to  annual  distribution  to 
stockholders  of  at  least  80  per  cent,  of  the  annual  net  income 
would  also  seem  only  fair  to  minority  stockholders.  (Obviously, 
any  current  losses  during  any  one  year  would  result  in  decrease 
of  the  previously  accumulated  surplus  of  the  undistributed  portion 
of  the  earnings.  The  losses  may  even  result  in  an  impairment  of 
capital,  and  the  provision  as  to  distribution  of  80  per  cent,  of  the 
annual  earnings,  of  course,  should  require  that  any  previously 
impaired  capital  be  first  restored.)  It  is  also  a  question  as  to 
whether  or  not  the  further  provision  should  be  made  that  the 
voting  at  stockholders'  meetings  considering  authority  for  further 
expansion  or  change  in  the  bylaws  with  respect  thereto,  shall  be 
on  the  basis  of  one  vote  for  each  shareholder  instead  of  upon  the 
basis  of  numbers  of  shares  held. 
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Sufficiency  of  Vouchers 

By  JOHN  B.  GEIJSBEEK 

The  young  student  of  accounting  is  often  faced  with  the 
problem  as  to  whether  or  not  a  voucher  presented  to  him  is  suf- 
ficient. Sometimes  the  experienced  accountant  is  befogged  in 
this  issue  because  of  the  practicable  application  of  business  meth- 
ods which  may  often  become  loose  and  silently  sanctioned  by 
virtue  of  their  long  use. 

Text-books  of  law  are  not  very  explicit  on  the  subject.  Text- 
books of  accounting  are  far  more  silent  on  the  subject  than  the 
text-books  of  law.  It  therefore  becomes  interesting  to  review  a 
recent  decision  of  the  circuit  court  of  appeals  of  the  United 
States,  especially  as  the  opinion  of  the  court  is  plain  and  lengthy. 
The  case  is  well  stated  by  the  district  judge  except  that  it  should 
be  emphasized  that  while  this  decision  is  not  in  the  supreme  court 
of  the  United  States  the  status  of  the  litigation  and  the  issues  in 
the  case  are  such  that  it  could  not  be  appealed  to  the  supreme 
court  at  Washington — therefore  the  decision  is  final. 

It  will  be  noted  that  the  legal  points  advanced  by  the  lawyers 
were  not  sustained  by  the  court  but  that  the  contention  of  the 
accountant  (in  this  case  the  writer  of  this  article)  as  to  the  insuf- 
ficiency of  the  vouchers  was  sustained  by  the  upper  court  and 
the  case  was  won  on  that  principle. 

The  case  covers  (1)  the  sufficiency  of  vouchers,  (2)  the 
vexing  legal  question  of  testimony  offered  against  a  "dead  man/' 
(3)  the  rights  of  individual  stockholders  to  bind  a  corporation 
without  corporate  action  and  (4)  the  value  of  the  customary 
annual  whitewash  resolution  of  the  stockholders  approving  all 
the  accounts  and  acts  of  the  officers  and  directors. 

The  defendant  in  the  case  (who  was  the  manager  as  well  as 
a  trustee)  in  the  master's  court  in  an  endeavor  to  explain  the 
vouchers  he  had  presented  in  his  accounting,  reiterated  hour  after 
hour,  day  after  day  and  week  after  week  that  the  vouchers  con- 
taining no  detail  were  expended  "for  the  benefit  of  the  company" 
and  that  while  he  did  not  remember  the  detail  he  knew  it  to  be  so 
from  the  fact  that  he  signed  the  cheque  and  that  he  marked  on 
the  cheque  the  words  "general  expense."  There  was  nothing  on 
the  vouchers  to  indicate  for  what  the  money  was  expended  or  to 
whom  the  amount  was  paid,  all  cheques  in  dispute  having  been 
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drawn  to  defendant  with  some  general  designation,  usually  in 
the  form:  "to  reimburse  for  expenses  paid."  The  judges  of  the 
upper  and  lower  court  sustained  the  master  and  allowed  every 
voucher  and  cheque  drawn  to  parties  other  than  the  manager, 
even  though  the  voucher  was  not  fully  or  partly  itemized. 

The  master  allowed  and  the  upper  court  disallowed,  however, 
all  "nondescript"  vouchers  drawn  in  favor  of  the  manager.  The 
decision  shows  the  important  connection  there  is  between  the 
minutes  and  the  vouchers. 

UNITED  STATES  CIRCUIT  COURT  OF  APPEALS, 

EIGHTH  CIRCUIT 
No.  5265— December  Term,  A.  D.  1919. 

The  Wootton  Land  &  Fuel  Company  et  al,  appellants,  v.  J.  A.  Ownbey, 
appellee.  (Appeal  from  the  district  court  of  the  United  States  for 
the  district  of  Colorado.) 

No.  5266— December  Term,  A.  D.  1919. 
J.  A.  Ownbey,  appellant,  v.  John  Pierpont  Morgan,  et  al,  appellees. 

(Appeal  from  the  district  court  of  the  United  States  for  the  district 

of  Colorado.) 

Before  Hook  and  Stone,  circuit  judges,  and  Munger,  district  judge. 

These  cases  present  an  appeal  and  a  cross  appeal  from  a  decree  in 
a  suit  for  accounting.  It  was  brought  by  the  holders  of  a  majority  of 
the  capital  stock  of  the  Wootton  Land  &  Fuel  Company,  a  corporation 
(hereafter  called  the  Wootton  Company),  and  for  the  benefit  of  that 
company  and  of  all  its  stockholders,  and  its  main  object  was  to  secure 
an  accounting  from  the  defendant  J.  A.  Ownbey,  as  one  of  its  officers, 
of  corporate  property  and  money  received  by  him.  The  Wootton  Com- 
pany was  incorporated  in  1906  under  the  laws  of  Delaware.  The  com- 
pany acquired  a  large  amount  of  land  in  Colorado  and  New  Mexico, 
operated  extensive  coal  mines  situated  on  this  land  and  owned  and 
managed  coal  tipples,  power-house  and  other  shops  and  buildings 
connected  with  its  mining  operations.  It  had  a  large  number  of  houses 
in  which  miners  lived  as  its  tenants.  It  operated  a  general  merchandise 
store.  It  also  operated  a  ranch  of  over  ten  thousand  acres  upon  which 
it  kept  live-stock.  The  laws  of  Delaware  provided  that  the  business 
of  every  corporation  should  be  managed  by  a  board  of  not  less  than  three 
or  more  than  thirteen  directors.  Rev.  code  of  Delaware  (1915),  Sec.  1023. 
The  articles  of  incorporation  of  the  Wootton  Company  provided  that 
its  affairs  should  be  managed  by  a  board  of  five  directors,  who  could 
adopt  bylaws  for  the  management  of  the  company's  business.  The 
capital  stock  of  the  company  was  divided  into  100,000  shares.  At  its 
organization  this  stock  was  owned  as  follows:  J.  P.  Morgan,  41,667 
shares;  Ogden  Mills,  16,667  shares;  B  P.  Cheney,  8,333  shares,  and 
J.  A.  Ownbey,  33,321  shares;  the  remaining  twelve  shares  then  and 
ever  since  stood  in  the  name  of  four  other  persons  for  the  purpose  of 
qualifying  them  to  act  as  directors,  but  the  real  ownership  was  in  some 
of  the  principal  stockholders'  names  or  in  their  successors  in  interest. 
The  five  directors  at  all  times  have  been  the  four  persons  holding  such 
qualifying  shares  and  Mr.  Ownbey.  Mr.  Mills  sold  his  stock  early 
in  1909  to  Morgan  and  Cheney. 

The  president  of  the  corporation  from  its  organization  until  Feb- 
ruary 27,  1908,  was  William  C.  Prime  and  thereafter  was  Thomas  W. 
Joyce.  Mr.  Ownbey  has  been  vice-president  and  treasurer  since  the 
company's  organization  and  after  February  27,  1908,  was  authorized 
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generally  to  direct  the  operations  of  the  company  and  to  supervise 
and  manage  its  affairs  and  employees.  Mr.  Ownbey  resided  on  the 
company's  land  and  was  the  active  manager  of  the  company's  physical 
property  there  and  directed  its  business  operations.  Mr.  Cheney  was 
a  visitor  for  a  very  short  time  at  the  company's  property  on  several 
occasions,  but  Mr.  Morgan  never  saw  the  property.  Neither  Mr. 
Morgan  nor  Mr.  Cheney  were  ever  directors  or  officers  of  the  cor- 
poration. The  directors  of  the  corporation  held  meetings  from  time 
to  time,  and  minutes  were  kept  of  their  action.  Such  meetings  were 
held  on  October  17,  1906;  on  February  16,  and  March  5,  1907;  on 
February  10,  February  27,  1908,  and  on  March  28,  1910. 

Under  the  issues  formed  by  the  pleadings  the  propriety  of  an 
accounting  was  not  disputed,  and  a  master  was  appointed  by  the  court 
for  that  purpose  and  his  report  was  confirmed  by  the  court,  over  the 
exceptions  of  both  parties,  and  each  has  presented  an  appeal  to  this 
court. 

One  of  the  chief  questions  in  the  case  is  the  effect  that  is  to  be 
given  to  conversations  between  Mr.  Morgan,  Mr.  Cheney  and  Mr. 
Ownbey,  in  New  York  in  1909,  in  which  Mr.  Ownbey  claims  that 
agreements  were  made,  binding  on  the  Wootton  Company  (1)  that  in 
consideration  of  some  proposed  slight  changes  in  the  amount  of 
capital  stock  held  by  these  three  stockholders  and  because  of  a  pro- 
posed transfer  to  the  company  of  some  property,  theretofore  held  for 
it  in  trust  by  Mr.  Ownbey,  it  was  agreed  between  these  three  stock- 
holders that  all  claims  between  the  company  and  these  stockholders 
should  thereafter  be  extinguished  and  that  this  agreement  was  carried 
into  effect  at  a  meeting  of  the  stockholders  on  April  16,  1910,  when 
Mr.  Ownbey  presented  a  full  report  of  his  transactions  with  the  com- 
pany and  it  was  approved;  (2)  that  Mr.  Ownbey  was  to  have  a  salary 
from  the  Wootton  Company  of  $1,000  per  month  and  also  to  have  his 
living  expenses,  not  to  exceed  $500.00  per  month. 

A  special  defense  in  Ownbey's  answer  set  forth  his  claim  that  he 
had  fully  accounted  for  his  transactions  before  April  16,  1910,  as  fol- 
lows' "avers  that  on  April  16,  1910,  all  of  the  acts  and  doings  of  this 
defendant  and  all  transactions  by  him  and  in  the  premises  for  and  on 
behalf  of  said  company  were  duly  and  fully  presented  to  the  stock- 
holders of  said  company  at  a  meeting  thereof  held  on  said  day  at 
the  town  of  Wootton,  Colorado,  and  at  which  all  stock  of  said  com- 
pany was  represented  and  voting,  and  that  all  of  his  said  acts  and 
doings  theretofore  so  had,  done  and  performed,  by  him  for  and  on 
behalf  of  said  company  and  said  stockholders,  were  then  and  there 
fully  ratified  arid  confirmed  and  in  all  respects  approved  thereby." 

Because  of  the  issue  presented  by  this  special  defense  the  case  was 
first  referred  to  a  special  master  to  hear  testimony  and  to  report 
whether  on  April  16,  1910,  the  accounts  between  the  Wootton  Com- 
pany and  Ownbey  "were  settled  and  adjusted,  and  if  so  settled  and 
adjusted,  what  balance  of  account,  if  any,  existed  and  was  fixed  as  the 
result  of  said  settlement  and  adjustment,  and  against  which  of  said 
parties."  The  master  was  also  directed  to  report  whether  any  such 
accounting  or  settlement  was  valid,  so  as  to  preclude  any  further  ac- 
counting, and  he  was  directed  not  to  proceed  with  the  accounting  until 
after  the  court  had  disposed  of  this  issue.  After  the  hearing  on  this 
issue  the  master  reported  that  Morgan,  Cheney  and  Ownbey  were  the 
only  persons  beneficially  interested  in  the  ownership  of  the  capital 
stock  of  the  Wootton  Company  on  December  15,  16  and  17,  1909,  and 
that  then  these  three  persons  met  in  New  York  and  agreed  among 
themselves  for  the  conveyance  to  the  company  of  certain  property  and 
that  all  claims  between  these  three  stockholders  and  between  the  com- 
pany and  each  of  them  should  be  settled  and  adjusted  and  the  stock  of 
the  Wootton  Company  should  be  redistributed  and  that  a  meeting  of 
the  company  should  thereafter  be  held  to  carry  this  agreement  into 
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effect.  The  master  further  found  that  on  April  16,  1910,  all  of  the 
stockholders  were  present  or  represented  by  proxies  at  a  meeting  of 
all  the  stockholders  at  Wootton,  Colorado,  that  Ownbey  then  pre- 
sented a  report  showing  all  of  his  transactions  with  the  company  and 
the  moneys  received  and  paid  out  by  him  on  its  behalf,  and  that  this 
report  was  examined  and  found  correct  and  by  unanimous  vote  it  was 
approved.  He  reported  that  no  testimony  had  been  offered  to  show 
what  balance  of  account  was  shown  by  the  report  and  that  he  could 
not  determine  what  balance,  if  any,  existed,  nor  against  which  of  the 
parties.  He  found  that  the  property  referred  to  was  at  that  meeting 
conveyed  to  the  Wootton  Company  and  the  stock  redistributed.  The 
master  reported  as  his  conclusion  that  the  stockholders  were  there- 
fore precluded  from  having  an  accounting  for  transactions  prior  to 
April  16,  1910.  The  court  approved  of  this  report,  over  objections  of 
appellants,  and  ordered  the  accounting  to  proceed  of  transactions 
after  April  16,  1910.  After  a  prolonged  hearing  the  master  stated  an 
account,  and  exceptions  of  both  parties  thereto  were  overruled  and 
the  master's  final  report  was  approved  and  judgment  was  rendered  in 
favor  of  Ownbey  for  $53,280.67  against  the  Wootton  Company. 


Hunger,  district  judge  (after  stating  the  facts  above)  delivered  the 
opinion  of  the  court. 

The  special  master  allowed  Ownbey  a  sum  for  salary  and  his  liv- 
ing expenses.  This  was  based  upon  testimony  by  Ownbey  and  Cheney 
as  to  the  alleged  agreement  between  Morgan,  Cheney  and  Ownbey, 
at  Morgan's  library  in  New  York  City,  in  December,  1909,  whereby  it 
is  claimed  Ownbey  was  to  receive  this  allowance.  The  finding  of  the 
master  that  Ownbey  was  not  required  to  account  to  the  company  for 
his  transactions  occurring  before  April  16,  1910,  was  also  partly  based 
upon  this  conversation  and  agreements  claimed  to  have  been  made 
at  that  time.  By  proper  exceptions  the  question  is  presented,  upon 
such  facts,  whether  those  who  are  not  directors  or  officers  of  a  cor- 
poration, but  are  the  owners  and  holders  of  almost  all  of  the  capital 
stock  and  are  the  beneficial  owners  of  the  remaining  shares,  which 
stand  in  the  names  of  nominal  owners,  may  bind  the  corporation  by 
a  contract  between  themselves  whereby  a  debt  in  favor  of  the  corpo- 
ration is  to  be  extinguished  and  an  obligation  of  the  corporation  in 
favor  of  one  of  them  imposed,  when  the  articles  of  incorporation 
place  the  management  of  the  company's  affairs  in  the  hands  of  its 
board  of  directors.  The  further  question  is  also  presented,  whether 
such  stockholders,  assuming  to  contract  on  behalf  of  the  corporation, 
are  estopped  from  denying  such  an  agreement  to  be  the  agreement  of 
the  corporation,  if  the  obligee  has  acted  upon  the  faith  of  this  agree- 
ment as  an  act  of  the  corporation.  The  general  rule  as  to  contracts 
and  conveyances  on  behalf  of  the  corporation  was  stated  by  Chief 
Justice  Shaw  in  Smith  v.  Hurd,  12  Met.  371,385,  as  follows: 

"The  individual  members  of  the  corporation,  whether  they  should 
all  join,  or  each  act  severally,  have  no  right  or  power  to  intermeddle 
with  the  property  or  concerns  of  the  bank,  or  call  any  officer,  agent 
or  servant  to  account,  or  discharge  them  from  any  liability.  Should 
all  the  stockholders  join  in  a  power  of  attorney  to  any  one,  he  could 
not  take  possession  of  any  real  or  personal  estate,  any  security,  or 
chose  in  action;  could  not  collect  a  debt,  or  discharge  a  claim,  or 
release  damage  arising  from  any  default;  simply  because  they  are  not 
the  legal  owners  of  the  property,  and  damage  done  to  such  property 
is  not  an  injury  to  them.  Their  rights  and  their  powers  are  limited 
and  well  defined"  and  this  rule  has  often  been  followed.  Humphreys  r. 
McKissock,  140  U.  S.  304,  312;  De  La  Vergne  Co.  v.  German  Savings  hist.. 
175  U.  S.  40,  53,  54;  Sellers  v.  Greer,  172  111.  549,  50  N.  E.  246;  Puritan 
Coal  Mining.  Co.  v.  Pennsylvania  R.  Co.,  237  Pa.  420,  85  Atl.  426,  432: 
2  Cook  on  Corps.  (7th  Ed.  Sec.  709).  See  also  First  Nat.  Bank  of  Mem- 
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phis,  Tenn.  v.  T owner,  239  Fed.  433,  440;  Woodruff  v.  Shinier,  174  Fed. 
584,  586;  Denver  Engineering  Works  Co.  v.  Elkins,  179  Fed.  922. 

But  the  principle  of  equitable  estoppel  is  frequently  applied  to 
deny  a  defense  that  might  otherwise  have  prevailed.  Nothing  is 
better  settled  than  that  one,  who,  by  his  acts  or  representation  or  by 
his  silence  when  he  ought  to  speak  out,  intentionally  or  through 
culpable  negligence,  induces  another  to  believe  certain  facts  to  exist 
and  the  latter  rightfully  acts  on  such  belief,  so  that  he  would  be 
prejudiced  if  the  former  is  permitted  to  deny  the  existence  of  such 
facts,  is  thereby  conclusively  estopped  from  making  such  denial. 
Dicker  son  v.  Colgrove,  100  U.  S.  578,  580 ;  Union  Pacific  Ry.  Co.  v.  United 
States,  67  Fed.  975,  979;  Canadian  Northern  Ry.  Co.  v.  Northern  Miss. 
Ry.  Co.,  209  Fed.  758;  2  Pom.  Eq.  Jur.  Sec.  805. 

In  this  case  Morgan  and  Cheney,  stockholders  but  assuming  to  act 
for  the  corporation,  are  said  to  have  made  a  contract  for  the  benefit 
of  the  corporation  with  Ownbey,  the  owner  of  the  remainder  of  its 
stock,  and  Ownbey  claiming  to  have  relied  upon  those  agreements 
alleges  he  has  executed  his  part  of  the  agreement.  If  the  contracting 
stockholders  permitted  Ownbey  to  render  services  and  expend  moneys 
and  to  act  in  accordance  with  such  a  contract  they  may  not  be  heard 
in  a  suit  brought  for  the  benefit  of  themselves,  as  the  only  other 
owners  of  stock,  to  deny  the  validity  of  the  assent  of  the  corporation. 
Colorado  Springs  Co.  v.  American  Pub.  Co.,  97  Fed.  843,  853 ;  United  States 
v.  Milwaukee  Refrigerator  Transit  Co.,  142  Fed.  247,  255;  Breslin  v. 
Fried-Breslin  Co.,  70  N.  J.  Law  274,  282,  58  Atl.  313;  in  re  Newman,  L.  R. 
(1895),  1  Ch.  674,  686;  Ebelhar  v.  Nave,  119  S.W.  1176;  First  Nat.  Bank 
v.  Winchester,  119  Ala.  168,  24  So.  351;  Bundy  v.  Iron  Co.,  38  Ch.  St. 
300-311,  312;  Brown  v.  De  Young,  167  111.  549,  555,  47^N.E.  863. 

In  Ownbey's  answer  he  set  forth  a  counter  claim  alleging  an  em- 
ployment as  manager  for  the  company,  the  performance  of  the  services 
and  that  they  were  reasonably  worth  $1,000  per  month.  Appellants 
assert  that  proof  of  an  express  contract  for  payment  of  that  amount 
for  such  services  was  inadmissible  under  the  plea  of  quantum  meruit. 
Appellants  in  their  replication  to  this  answer  alleged  the  non-existence 
of  any  contract  express  or  implied  between  the  company  and  Ownbey, 
relating  to  compensation  for  his  services.  In  an  action  for  an  account- 
ing no  cross  bill  on  the  part  of  the  defendant  is  necessary  in  order 
that  he  may  recover  any  balance  in  his  favor.  The  plaintiff  by  his 
bill  in  such  a  case  submits  himself  to  the  result  of  the  accounting 
whether  it  be  for  or  against  him.  Whittemore  v.  Patten,  84  Fed.  51,  56; 
McManus  v.  Sawyer,  231  Fed.  231,  238 ;  1  Corp.  Jur.  639. 

The  court,  on  an  application  of  the  master  for  instructions  relating 
to  the  taking  of  the  account,  ordered  the  master  to  disregard  all 
matters  of  pleading  and  to  proceed  with  the  accounting  in  accord- 
ance with  equity  rule  No.  63.  No  exception  was  taken  to  this  order 
and  it  is  now  too  late  to  insist  that  Ownbey  was  limited  to  the  proof 
of  an  implied  contract  for  services. 

This  brings  us  to  the  next  controverted  question,  whether  agree- 
ments were  made  such  as  Ownbey  claims.  As  to  the  salary  and  living 
expenses,  both  Cheney  and  Ownbey  testified  that  a  verbal  agreement 
was  made  at  a  meeting  of  the  three  men  in  Morgan's  library  by  which 
Ownbey  was  to  continue  as  the  business  manager  of  the  company  and 
that  he  was  to  receive  for  such  services  $1,000  per  month  and  also  his 
living  expenses  for  himself  and  family,  not  to  exceed  $500  per 
month.  Morgan's  death  before  this  suit  was  brought  precluded  the 
possibility  of  testimony  from  the  only  other  participant  in  this  al-' 
leged  transaction,  but  there  are  many  circumstances  that  militate 
against  the  probability  of  any  such  contract.  Some  of  these  facts  may 
be  briefly  stated.  Ownbey  never  drew  or  demanded  any  salary  in  the 
fifty-seven  months  that  he  continued  to  act.  The  company's  books 
were  kept  under  his  direction  and  no  entry  was  made  relating  to 
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either  of  such  items.  In  a  voluminous  correspondence  thereafter  main- 
tained between  Ownbey  and  Morgan,  Cheney,  Mills  and  Joyce,  no 
mention  is  made  of  the  subject.  The  two  bookkeepers  testified  that 
Ownbey  told  them  his  agreement  was  that  he  was  to  receive  no 
salary,  but  that  he  should  have  the  profits  of  the  boarding-house  in 
lieu  of  it,  and  these  profits  were  credited  to  his  account  on  the  books. 
In  monthly  statements  sent  from  Ownbey  to  the  stockholders  and 
president  of  the  company  after  the  middle  of  1910  there  was  a  per- 
sonal account  showing  the  profits  of  the  boarding-house  to  be  credited 
to  Ownbey  but  no  charge  against  the  company  for  salary  or  living 
expenses  was  shown.  In  June,  1911,  Ownbey  wrote  Cheney  a  letter, 
copy  of  which  was  sent  to  Joyce,  in  which  he  stated  that  the  amount 
the  company  owed  him  was  $3,000  and  also  the  sum  of  $15,000,  be- 
cause he  had  given  his  personal  cheque  for  the  $15,000  to  take  up  that 
amount  of  the  company's  obligations.  His  salary  up  to  that  time  at 
the  rate  he  claims  would  have  amounted  to  $14,000.  In  his  answer  he 
set  forth  a  counter  claim  for  the  reasonable  value  of  his  services,  but 
did  not  plead  any  agreement  that  he  was  to  be  paid  a  salary  or  be 
allowed  his  living  expenses.  The  plaintiff  employed  an  accountant 
in  December,  1915,  to  go  over  the  company's  books  and  he  told 
Ownbey  that  the  books  showed  a  balance  against  him,  that  there  was 
nothing  on  the  books  to  show  an  allowance  for  salary  or  living  ex- 
penses. Ownbey  replied  that  there  should  be  such  entries,  and  that 
he  had  an  agreement,  and  that  it  was  in  the  correspondence,  but  fail- 
ing to  find  it,  he  claimed  it  was  in  the  minutes,  and  again  failing  to 
find  any  note  of  it  there,  claimed  it  was  a  verbal  agreement.  He  was 
asked  as  to  the  amount  of  his  salary  but  he  deferred  answering  until 
he  had  seen  his  attorney  and  then  stated  that  he  was  to  have  $1,000 
per  month  for  both  salary  and  expenses  after  April  16,  1910.  Ownbey 
on  behalf  of  the  corporation  in  1912  asked  for  a  loan  from  a  bank, 
and  the  bank  required  an  audit  of  the  books.  Ownbey  hired  auditors 
who  reported  to  Ownbey  in  writing  that  no  salary  was  charged  for 
him  but  that  he  was  credited  with  profits  on  the  boarding-house  for 
1911.  The  bank  made  the  loan  on  the  faith  of  this  report.  The  cor- 
poration records  are  silent  as  to  any  allowance  to  Ownbey  for  these 
purposes.  Ownbey  explains  some  of  these  admissions  by  the  state- 
ment that  he  did  not  wish  the  bookkeepers  to  be  advised  of  the  amount 
of  his  salary  lest  they  should  demand  higher  salaries  and  this  was 
pursuant  to  an  understanding  he  had  with  Cheney  and  Morgan. 
Ownbey  gave  practically  his  entire  time  to  the  management  of  the 
company's  affairs  and  they  were  extensive  and  required  the  careful 
supervision  by  someone  who  lived  at  the  scene  of  operation.  It  is 
not  incredible  that  someone  should  have  been  employed  and  have 
been  given  a  liberal  salary  and  a  liberal  allowance  for  living  expenses 
for  doing  this  work,  inasmuch  as  Cheney  and  Morgan  were  absent, 
and  the  responsibilities  were  onerous.  The  circumstances  we  have 
detailed  and  others  tend  to  discredit  the  existence  of  such  a  contract, 
if  it  depended  alone  upon  the  testimony  of  Ownbey,  but  Cheney's 
testimony  as  to  the  making  of  the  contract  is  clear  and  no  sufficient 
impeaching  evidence  discredits  his  testimony.  While  the  view  of  this 
court  might  be  in  favor  of  a  different  conclusion  from  the  testimony 
of  Ownbey  the  case  is  one  where  a  master  and  the  trial  court  have 
concurred  in  a  finding  of  fact  upon  conflicting  evidence,  and  that 
finding  should  be  confirmed  by  this  court  (Davis  v.  Schwartz,  155  U.  S. 
631,  636;  Coder  v.  Arts,  152  Fed.  943,  946;  Nicholas  v.  Elkin,  225  Fed. 
689,  692),  and  this  result  is  compelled,  if  credence  is  given  to  Cheney's 
undisputed  testimony. 

The  finding  that  the  plaintiffs  were  not  entitled  to  an  accounting 
of  transactions  between  the  corporation  and  Ownbey  prior  to  April 
16,  1910,  rests  upon  the  testimony  of  Ownbey  and  Cheney  taken  upon 
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the  hearing  upon  the  special  defense  and  upon  the  interpretation  of 
the  minutes  of  the  stockholders'  meeting  held  on  that  day.  The  court 
may  have  been  influenced  in  its  final  confirmation  of  the  master's 
findings  by  the  testimony  of  these  same  witnesses  as  to  this  conver- 
sation which  was  again  given  later  during  the  hearing  and  upon  other 
features  of  the  case.  A  careful  review  of  the  evidence  of  these  wit- 
nesses leads  to  the  conclusion  that  the  agreement  claimed  to  have  been 
made  in  the  conversations  at  Morgan's  library  and  completed  at  the 
stockholders'  meeting  was  not  as  defendant  now  claims  for  an  accord 
and  satisfaction  between  the  corporation  and  Ownbey  for  any  balance 
of  account  that  should  be  outstanding  at  the  time  of  the  stockholders' 
meeting  provided  that  Ownbey  made  the  conveyances  and  that  the 
stock  was  redistributed  in  the  agreed  proportions.  While  some  of 
the  testimony  of  these  witnesses,  stating  conclusions  rather  than 
conversations,  might  bear  this  interpretation  standing  alone,  the 
rational  construction  to  be  put  upon  their  testimony  is,  that  these 
stockholders  agreed  that  a  stockholders'  formal  meeting  should  be 
held  soon  thereafter  and  that  at  that  meeting,  in  the  language  of 
Cheney,  they  were  "to  consummate  and  put  into  legal  form  this 
agreement  which  we  had  had";  that  Ownbey  would  then  convey  to 
the  Wootton  Company  the  property  held  by  him  in  trust  for  it;  that 
there  would  be  a  redistribution  of  the  capital  stock,  by  which  Ownbey's 
proportion  would  not  be  changed  and  Morgan's  would  be  changed 
but  very  slightly  and  this  would  be  a  settlement  of  the  proportionate 
stock  interests.  This  preliminary  agreement  was  in  December  and 
the  stockholders'  meeting  occurred  in  the  following  April.  Mani- 
festly, it  could  not  be  known  what  balance  of  account  would  be  owing 
to  or  by  Ownbey  at  that  time.  Ownbey  admits  a  balance  was  due  to 
the  company  from  him  of  $8,287.83  on  April  16,  1910,  and  that  he  is 
accountable  for  it,  which  would  not  have  been  true  if  all  accounts 
were  to  be  then  balanced  at  zero.  It  is  also  shown  that  he  had  other 
balances  in  banks  belonging  to  the  company  of  $11,072.94.  His  page 
of  the  ledger  account  in  the  books  of  the  Wootton  Company  showed 
further  indebtedness  to  the  company  of  $23,638.78.  The  special  ac- 
countant was  offered  as  a  witness  to  show  that  he  was  further  in- 
debted at  that  time  to  the  company  in  the  sum  of  $65,843.77.  At 
that  same  meeting  in  Morgan's  library  an  agreement  in  writing  was 
made  by  which  $200,000  more  was  to  be  advanced  to  the  capital  of 
the  company  to  be  sent  to  Ownbey.  It  is  incredible  that  men  of  the 
business  sagacity  of  Morgan  and  Cheney  would  agree  that  one 
who  handled  such  large  sums  and  who  was  later  shown  to  be 
indebted  so  largely  should  be  excused  from  accounting  for  any 
balance  that  might  then  exist  for  so  slight  a  cause.  Moreover,  what- 
ever preliminary  arrangements  were  made  were  merged  into  the 
formal  action  at  the  stockholders'  meeting,  as  evidenced  by  the 
minutes.  The  minutes  recite  that  Ownbey  presented  a  report  of  his 
acts  as  vice-president,  treasurer  and  general  manager,  and  that  that 
report  brought  down  to  date  the  management  of  the  Wootton  Com- 
pany's property  and  the  moneys  received  and  paid  out  by  him  for  the 
company  and  that  this  report  was  examined  and  found  correct.  A 
resolution  was  passed  approving  the  report.  The  report  has  not  been 
produced  in  evidence  in  this  case,  nor  its  contents  shown,  but  the 
formal  action  of  the  stockholders  at  a  meeting  at  which  all  were 
present  or  represented  by  proxies  evidences  the  final  transaction 
between  the  parties.  The  minutes  were  afterwards  presented  to 
Morgan  and  he  approved  them  as  a  correct  statement  of  the  trans- 
action intended.  Cheney  himself  presented  the  resolution  and  Ownbey 
cast  his  own  votes  for  it.  The  defendant  relied  upon  this  resolution 
and  the  preceding  report  as  an  account  stated  that  it  be  shown  that 
there  is  a  balance  due,  the  amount  of  that  balance  and  from  whom  it 
is  due.  Storey  E.  PI.  (10th  Ed.)  Sec.  798;  Burk  v.  Brown,  2  Atkyns 
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397,399;  Harrison  v.  Farrington,  38  N.  J.  Ed.  358,362;  Allen  v.  Woon- 
socket  Co..  11  R.  I.  288,  297;  1  Daniells  Ch.  PI.  &  Pr.  (6th  Am.  Ed.) 
665;  1  Corpus  Juris  641;  1  Ruling  Law  211;  1  Encyc.  PI.  &  Pr.  101. 
As  there  was  no  proof  of  the  balance  shown  by  this  report  the  court 
erred  in  overruling  plaintiffs'  exceptions  to  the  report  of  the  master 
holding  that  the  plaintiffs  were  estopped  from  asking  for  an  account- 
ing prior  to  April  16,  1910,  and  in  the  order  to  the  master  to  take 
the  accounting  only  from  and  after  that  date.  The  error  requires  a 
reversal  of  the  decree  and  the  case  will  be  remanded  with  directions 
to  proceed  with  the  accounting  with  Ownbey  as  to  these  prior  trans- 
actions. In  stating  the  account  between  the  parties  after  April  16, 
1910,  a  balance  was  found  by  the  master  at  that  date,  as  has  been 
stated,  of  $8,287-83,  consisting  of  cash  on  hand  in  the  company's 
office  and  a  deposit  in  the  Trinidad  National  Bank.  This  amount  was 
evidently  derived  from  Cheney's  testimony,  but  he  did  not  testify, 
nor  was  there  other  evidence  to  show  what  balance  was  shown  by 
Ownbey's  report  which  was  approved  by  the  minutes  of  the  stock- 
holders' meeting,  as  has  been  stated.  Moreover,  Cheney  does  not 
testify  that  this  was  all  the  cash  on  hand  as  a  fact,  but  only  as  a  con- 
clusion and  as  true  so  far  as  he  knew,  and  the  evidence  shows  no  suffi- 
cient basis  for  his  knowledge.  The  accountants  of  defendant  and 
plaintiff  agree  and  it  stands  established  by  undisputed  testimony  that 
there  was  at  that  time  the  further  sum  of  $10,144.64  in  the  First  Na- 
tional Bank  of  Boulder  in  the  name  of  Ownbey  as  trustee  and  the 
sum  of  $928.30  in  the  American  Exchange  National  Bank  in  the  name 
of  Ownbey,  and  these  moneys  belonged  to  the  Wootton  Company 
and  were  balances  of  sums  contributed  by  Morgan  and  Cheney  to  its 
capital  account.  The  evidence  is  also  undisputed  that  Ownbey  pas- 
tured a  number  of  his  cattle  and  one  horse  on  the  company's  lands, 
and  that  the  reasonable  charge  for  this  service  is  $629.27.  Exceptions 
were  taken  to  many  items  of  credit  and  discharge  claimed  by  Ownbey. 
The  master  found  that  many  of  these  items  were  improper  charges 
against  the  Wootton  Company  and  disallowed  them,  and  no  excep- 
tions on  the  part  of  Ownbey  now  call  in  question  this  action.  The 
credits  allowed  Ownbey,  and  which  are  now  questioned  by  appel- 
lants, are  claims  of  disbursements  of  the  company's  funds  by  Ownbey. 
The  items  are  very  numerous  and  the  evidence  relied  upon  cannot 
profitably  be  set  out  in  detail.  So  far  as  the  findings  of  the  master 
depend  upon  conflicting  testimony  or  credibility  of  witnesses,  and  the 
evidence  in  support  of  the  item  is  legally  competent  the  finding  must 
be  allowed  to  stand.  But  where  the  items  are  supported  by  no  com- 
petent evidence  the  findings  must  be  disregarded  because  founded 
upon  a  mistake  in  law.  The  defendant  was  permitted  to  testify  to 
general  statements  that  he  has  never  used,  taken  or  expended  any 
funds  of  the  Wootton  Company  for  his  personal  use  without  having 
them  charged  to  himself  on  the  company's  books.  He  qualified  this 
denial  by  an  admission  that  he  had  used  some  of  these  funds  for  his 
living  expenses  but  claimed  in  such  cases  the  withdrawals  had  been 
charged  to  the  company's  general-expense  account.  The  master  was 
evidently  influenced  by  this  testimony  in  allowing  many  of  the  credits, 
for  other  evidence  is  lacking  in  support  of  them  as  matters  of  dis- 
charge. The  rules  of  law  that  were  applicable  in  the  taking  of  the 
accounting  may  be  briefly  stated.  When  the  defendant  is  an  account- 
ing party  and  stands  as  one  occupying  a  fiduciary  relation  toward  the 
plaintiff  because  of  money  or  property  intrusted  to  him,  the  burden 
is  upon  him  to  show  that  he  has  performed  his  trust  and  the  manner 
of  its  performance.  He  owes  this  duty  because  of  the  confidential 
relation  he  bears  to  his  principal  and  because  he  is  presumed  to 
know  how  he  has  performed  his  duty.  I.  Mechem  on  Agency  (2nd. 
Ed.),  Sec.  1344;  1  Corp.  Jur.  643;  3  Gr.  on  Ev.  Sec.  253;  1  Story  Eq. 
Jur.  (14  Ed.),  Sec.  625;  Marvin  v.  Brooks,  94  N.  Y.  71,  75;  Little  v. 
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Phipps,  208  Mass.  331,  335,  94  N.  E.  260.  He  must  therefore  prove 
any  allowances  or  credits  that  he  may  claim  to  have  made  on  behalf 
of  his  principal.  In  making  proof  of  credits  claimed  by  him  he 
should  present  an  itemized  statement,  showing  the  details  of  expendi- 
tures with  the  vouchers,  receipts  and  memoranda  supporting  his 
claim,  Meth.  Epis.  Ch.  v.  Jaques,  3  Johns  Ch.  77,  114.  Muir  v.  Kala- 
mazoo  Corset  Co.,  155  Mich.  441,  448,  119  N.  W.  589;  Campbell  v. 
Cook,  193  Mass.  251,  256,  79  N.  E.  261;  Chicago  Title  Co.  v.  Ward, 
113  111.  App.  327,  331;  Moyses  v.  Rosenbaum,  98,  111.  App.  7,  9;  1 
Mechem  on  Agy.  (2nd.  Ed.),  Sec.  1344.  It  was  formerly  the  rule 
that  the  accounting  party,  if  credible  and  uncontradicted,  could  sup- 
port by  his  oath  sums  not  exceeding  twenty  dollars,  but  even  in  that 
case  he  must  show  to  whom  the  amount  was  paid,  for  what,  and  when, 
and  the  whole  amount  of  such  items  could  not  exceed  $500.  Remsen 
v.  Remsen,  2  Johns  Ch.  496,  501;  2  Bates  Fed.  Eq.  Proc.  Sec.  764; 
Daniells  Ch.  PI.  and  Pr.  (6th  Am.  Ed.),  1227,  1228.  Whatever  relax- 
ation from  this  rule  may  now  be  indulged,  it  is  still  requisite  that  the 
accounting  party  shall  show  in  detail  and  not  in  round  sums  the  items 
expended  and  show  when,  to  whom  and  for  what  purpose  the  pay- 
ments were  made,  so  that  his  principal  can  make  a  reasonable  test  of 
the  accuracy  of  his  claim. 

It  follows  as  a  corollary  to  these  principles  that  the  duty  to  ac- 
count is  not  fulfilled  by  a  mere  general  statement  that  the  money  was 
expended  for  the  principal's  benefit  or  business  or  by  a  general  denial 
that  any  of  the  principal's  money  was  taken  for  the  personal  use  of 
the  trustee.  Such  statements  are  but  the  conclusions  of  the  witness 
and  afford  no  reasonable  opportunity  to  the  principal  to  test  the  fact 
or  the  propriety  of  the  expenditure  and  give  the  court  no  basis  for 
determining  from  the  facts  of  each  transaction  whether  the  trustee  has 
faithfully  performed  his  duty.  1  Mechem  on  Agy.  (2nd  Ed.),  Sec. 
1344,  N.  Y.  Bay  Cemetery  v.  Buckmaster,  33  Atl.  819;  Webb  v.  Fordyce. 
55  la.  14  7  N.W.  385;  Farmers'  Warehouse  Assn.  v.  Montgomery,  92  Minn. 
194,  200,  99  N.W.  776;  Willis  v.  Clymer,  66  N.  J.  Eq.  284,  287,  57  Atl.  803; 
in  re  Gaston  35  N.  J.  Eq.  60,  64;  Romigs  Appeal  84  Pa.  St.  235,  237; 
Wolf  Co.  v.  Salem,  33  111.  App.  614,  4,617 ;  2  Bates  Fed.  Eq.  Proc.  Sec. 
764,  2.  Daniells  Ch.  PI.  &  Pr.  (6th  Am.  Ed.)  1227,  1228. 

Applying  these  principles  to  the  groups  of  credits  claimed  by 
Ownbey  makes  the  proper  disposition  of  them  comparatively  simple, 
The  "general  expense  items  which  are  attacked  amount  to  $2,288.75. 
As  to  each  of  the  numerous  items  there  are  either  admissions  by 
Ownbey  as  a  witness  or  evidence  from  the  cheques  or  vouchers  or 
book  entries,  or  a  lack  of  testimony  showing  an  expenditure  for  the 
company's  purposes  that  requires  the  rejection  of  the  claims.  Ownbey 
confesses  a  lack  of  memory  as  to  the  circumstances  of  the  expendi- 
tures, except  that  he  insists  in  general  statements  that  they  were  for 
the  benefit  of  the  company,  which  we  have  held  does  not  discharge 
his  duty  to  account.  The  "living  expenses"  group  of  items  amounts 
to  $22,484.57.  The  master  finds  that  this  was  received  by  Ownbey 
by  cheques  that  he  drew  or  from  cheques  deposited  and  was  used  by 
him  in  payment  of  his  living  expenses,  but  the  master  also  finds  tha't 
there  was  no  evidence  of  the  amount  expended  by  Ownbey  for  these 
living  expenses  in  any  one  month  or  any  one  year  and  that  the  evi- 
dence as  to  the  expenditures  on  moneys  in  this  account  is  very  un- 
satisfactory. He  allowed  the  amount  because  of  the  manner  in  which 
the  accounts  were  kept  and  because  of  the  acquiescence  of  all  persons 
interested.  The  contract  relied  upon  by  Ownbey  allowed  him  his  liv- 
ing expenses,  not  to  exceed  $500  per  month,  or  $6,000  per  year. 
Claiming  under  a  definite  contract,  it  was  incumbent  on  Ownbey  to 
show  that  his  expenditures  came  within  its  terms.  The  absence  of 
proof  of  the  amount  of  such  expenses  per  month  or  per  year  was 
a  failure  to  show  that  he  was  entitled  to  credit  therefor  and  the  item 
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should  have  been  disallowed.  There  was  no  acquiescence  by  the 
company  in  the  matter  of  the  keeping  of  the  accounts  that  requires 
any  different  conclusion.  The  books  were  kept  by  the  bookkeepers 
under  Ownbey's  direct  supervision.  It  was  not  shown  that  the  other 
officers  or  stockholders  knew  of  any  book  entries  charging  them  with 
notice  of  this  claim,  because,  as  already  stated,  the  books  disclosed 
no  charge  of  any  kind  of  Ownbey's  living  expenses.  The  entire  amount 
appeared  on  the  books  as  either  charged  to  Ownbey's  personal  ac- 
count or  as  charged  to  the  general-expense  account  of  the  firm. 

Traveling  expenses  allowed  and  attacked  amount  to  $10,866.85. 
Ownbey  claimed  and  was  allowed  a  large  sum  as  credit  for  traveling 
expenses  in  connection  with  the  company's  business  and  another 
group  of  such  claims  was  disallowed.  The  items  composing  the  bal- 
ance now  in  controversy  were  not  supported  by  receipts  or  written 
memoranda  showing  the  expenditures  to  have  been  for  the  company's 
benefit  nor  was  there  other  competent  evidence  of  that  fact.  One 
thousand  three  hundred  and  sixty-five  dollars  of  the  amount  was 
charged  on  the  company's  books  against  Ownbey's  personal  account. 
Under  the  proofs  the  amount  was  improperly  credited  to  Ownbey. 

The  "legal  expense"  account  was  a  large  one.  Some  of  it  was  allowed 
and  some  disallowed  and  the  balance  in  controversy  is  $5,368.61.  The 
evidence  again  shows  either  lack  of  knowledge  on  the  part  of  Ownbey, 
as  the  only  witness  testifying  on  the  subject,  or  else  evidence  is  en- 
tirely lacking  to  show  that  these  expenses  were  incurred  on  behalf 
of  the  company.  Much  of  the  amount  was  drawn  by  cheques  payable 
directly  to  Ownbey.  He  must  be  held  to  have  failed  to  have  sus- 
tained the  burden  of  proof  required  of  him. 

Intoxicating  liquors,  $1,914.97.  This  amount  is  shown  to  have  been 
disbursed  to  the  dealers  who  sold  liquors  and  was  for  liquors  fur- 
nished to  the  Wootton  ranch  house  or  given  by  Ownbey  as  donations 
to  other  persons.  Appellants'  objection  to  the  item  is  because  of 
lack  of  evidence  showing  the  portion  of  the  liquor  used  by  Ownbey 
for  his  personal  uses.  He  testified  it  was  all  used  for  the  company 
and  we  think  that  was  sufficient  to  support  the  master's  finding,  as 
further  particularization  could  not  reasonably  be  required  of  the  final 
use  of  these  liquors. 

Taxicab  expenses,  $1,436.25.  There  are  proper  receipts  for  these 
bills  and  Ownbey's  testimony  shows  that  the  expenditures  were  all 
for  the  company's  business  and  for  the  same  reasons  as  stated  re- 
lating to  the  previous  item,  the  master's  allowance  of  the  amount 
should  stand  approved. 

Telephone  bill,  $1,413.55.  The  testimony  of  Ownbey  was  relied 
upon  to  show  that  these  charges  were  properly  made  to  the  company, 
but  it  was  so  contradictory  and  showed  such  lack  of  memory  that  the 
allowance  of  the  item  cannot  be  sustained. 

Interest  on  notes  $1,392.38.  This  sum  was  used  in  paying  interest 
on  notes  but  the  notes  were  not  entered  upon  the  company's  books. 
The  Wootton  Company's  notes  were  entered  on  its  books  and  the 
interest  on  those  notes  was  also  entered.  There  was  a  lack  of  tes- 
timony on  the  part  of  Ownbey  and  he  did  not  sustain  the  burden  that 
was  laid  upon  him  to  show  that  this  was  a  proper  charge.  The  item 
should  have  been  disallowed. 

Miscellaneous  items,  $1,788.79.  A  number  of  items  are  embraced 
in  this  total  and  each  presents  its  separate  state  of  facts.  The  charges 
for  expenditures  to  Sager  $500,  for  turkeys,  $88.45,  for  travel  ex- 
penses of  Bailey  and  others,  $75,  for  expense  in  settling  for  death 
of  a  miner,  $250.00,  total  $913.45,  are  supported  by  sufficient  evidence. 
The  remainder,  aggregating  $775.34,  entirely  lack  evidence  to  support 
and  should  have  be«n  disallowed. 
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Supplementary  account.  The  allowance  in  favor  of  Ownbey  of 
two  cheques  of  $1,000  each,  was  called  to  the  attention  of  Ownbey  as 
a  witness,  but  he  was  unable  to  remember  the  purposes  of  the  ex- 
penditures and  they  were  otherwise  unsupported  and  should  have 
been  disallowed.  As  we  have  held  Ownbey  chargeable  with  the  bal- 
ances in  the  First  National  Bank  of  Boulder  and  in  the  American 
Exchange  National  Bank  of  New  York,  he  is  entitled  to  credit  for 
$2,260.55  for  cheques  drawn  on  those  banks  as  shown  in  his  supple- 
mental account. 

Another  item  of  $250  to  C.  E.  Stratton  was  improperly  allowed 
because  it  was  paid  on  April  22,  1909,  and  if  it  was  a  valid  charge 
should  be  entered  against  the  company  as  of  that  date,  and  it  was  not 
involved  in  the  accounting  subsequently  to  April  16,  1910,  which  was 
referred  to  the  master.  The  disallowance  of  these  items  that  have 
been  referred  to  is  traceable  entirely  to  Ownbey's  failure  to  furnish 
sufficient  proof.  Ownbey  appears  to  have  been  accustomed  to  busi- 
ness transactions,  and  the  books  were  properly  kept  as  to  most  trans- 
actions of  the  company  and  vouchers  and  receipts  were  commonly 
supplied.  The  bookkeepers  for  the  company  appear  to  have  been 
skilled  and  to  have  kept  the  accounts  properly  so  far  as  their  infor- 
mation enabled  them  to  do  so.  They  depended  on  Ownbey  for  much 
of  the  important  information  needed  by  them,  and  the  failure  of  the 
records  as  well  as  the  failure  of  the  testimony  as  to  these  particular 
expenditures  is  traceable  to  Ownbey's  failure  to  record  or  remember 
the  times,  amounts  or  purposes  of  the  expenditures  for  which  he  now 
asks  credit. 

Summarizing,  the  decree  should  be  modified  so  that  Ownbey  will 
be  charged  with  the  amounts  that  we  have  disallowed,  but  credited 
with  the  amount  of  salary  allowed  by  the  master.  The  master's 
statement  of  the  account  of  his  transactions  with  the  company  since 
April  16,  1910,  will  stand  modified  as  follows: 


DEBITS 

To  balance  due  to  com- 
pany as  per  master's 
report $  4,328.85 

To  pasturage 629.27 

To  balances  in  First  Na- 
tional Bank  of  Boulder 
and  in  American  Ex- 
change National  Bank 
of  New  York  11,072.94 

To  general  expenses, 

items  disallowed   2,288.75 

To  living  expenses, 

items  disallowed 22,484.57 

To  traveling  expenses, 

items  disallowed 10,866.65 

To  legal  expenses, 

items  disallowed 5,368.60 

To  telephone  expenses, 

items  disallowed 1,413.55 

To  interest  expenses, 

items  disallowed 1,392.39 

To  miscellaneous  expenses, 

items  disallowed 775,34 

To  supplementary  account, 

items  disallowed 2,250.00 


CREDITS 

By  amount  of  salary  $57,609.52 

By  cheques  on  First  Na- 
tional Bank  of  Boulder 
and  on  American  Ex- 
change National  Bank 
of  New  York 2,260.55 


$62,870,91 


$50,870.07 
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Balance  due  from  Ownbey  to  the  Wootton  Company  is  $3,000.84.  In 
addition  to  this  amount  the  plaintiff  is  entitled  to  an  accounting  of 
transactions  prior  to  April  17,  1910.  Whether  the  balance  of  indebted- 
ness claimed  to  be  shown  against  Ownbey  on  the  ledger  of  the  com- 
pany of  $23,638.78  is  a  correct  charge  or  whether  the  claim  of  a  further 
indebtedness  of  Ownbey  at  that  time  is  correct  is  a  matter  that  was 
not  heard  fully  on  proofs  by  the  court  below,  because  of  the  holdinv. 
that  the  accounting  should  not  extend  to  transactions  prior  to  April 
16,  1910,  and  cannot  now  be  decided  upon  this  record  and  no  opinion 
is  expressed  thereon. 

The  conclusions  reached  as  to  questions  represented  by  the  appeal 
makes  it  unnecessary  to  consider  more  than  one  question  presented 
by  the  cross  appeal.  The  essential  facts  relating  to  this  cross  appeal 
are  as  follows:  after  the  first  reference  to  the  master  had  been  made, 
some  of  the  plaintiffs  in  the  present  case,  that  is,  the  plaintiffs  who 
sue  as  executors  of  the  last  will  and  testament  of  J.  Pierpont  Morgan, 
began  a  suit  in  a  state  court  of  Delaware  against  the  defendant 
Ownbey,  to  recover  the  sum  of  about  $140,000  for  money  loaned  by 
Morgan  to  Ownbey,  and  under  an  order  of  attachment  a  levy  was 
made  upon  Ownbey's  shares  of  stock  in  the  Wootton  Company. 
Judgment  was  afterwards  rendered  in  favor  of  these  plaintiffs  against 
Ownbey  for  an  amount  exceeding  $200,000.  A  petition  by  Ownbey 
to  have  this  judgment  set  aside  was  denied.  Ownbey  filed  in  the 
court  below  a  supplemental  bill  setting  forth  these  proceedings  in 
the  Delaware  court  and  prayed  and  was  granted  a  temporary  order 
against  Morgan's  executors  restraining  the  sale  of  Ownbey's  stock- 
under  the  judgment  rendered  in  Delaware.  This  order  was  dissolved 
by  the  court's  final  decree  and  a  permanent  injunction  denied,  and 
this  is  assigned  as  error.  In  support  of  the  assignment  it  is  urged 
that  the  trial  court  in  this  case  had  first  obtained  exclusive  jurisdic- 
tion of  the  subject  matter  which  was  being  litigated  in  he  Delaware 
suit.  There  was  no  error  in  the  court's  ruling.  The  suit  in  Delaware 
was  an  action  on  behalf  of  Morgan's  representatives  upon  a  personal 
obligation  of  Ownbey  originally  due  to  Morgan.  The  res  that  gave 
that  court  its  jurisdiction  to  proceed  was  Ownbey's  stock  in  the 
Wootton  Company,  attached  by  process  in  that  action.  The  suit  in 
the  court  below  was  a  suit  by  Morgan's  executors  and  by  another, 
as  stockholders  in  a  corporation,  suing  in  behalf  and  for  the  benefit 
of  all  stockholders,  and  asserting  rights  of  the  corporation  as  against 
Ownbey.  Claims  of  indebtedness  between  Morgan  and  Ownbey  were 
foreign  to  the  questions  of  indebtedness  between  the  Wootton  Com- 
pany and  Ownbey  and  the  denial  of  the  injunction  was  a  proper  com- 
pliance with  section  265  of  the  judicial  code. 

For  the  reasons  stated  the  case  will  be  remanded  with  directions 
to  proceed  further  with  the  accounting  ordered  for  the  period  prior 
to  April,  1910,  if  the  parties  are  so  advised,  and  otherwise  the  decree 
will  be  modified  to  conform  to  the  views  expressed  herein.  The  ap- 
pellants are  entitled  to  their  costs  and  expenses  on  the  appeal  in 
case  No.  5265,  no  costs  to  be  taxed  to  either  party  in  No.  5266. 
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Lumber   Costs 

By  EDMUND  M.  MEYER 

One  of  the  most  important  items  to  be  considered  in  account- 
ing for  lumber  manufacturers  is  the  method  employed  in  deter- 
mining costs  of  lumber  produced.  In  a  large  percentage  of  mills 
an  average  cost  per  thousand  feet  or,  worse  still,  an  arbitrary 
value,  is  used.  This  article  will  attempt  to  show  the  results  of 
several  methods  of  determining  costs. 

The  principal  methods  employed  may  be  enumerated  as 

(1)  Average  mill-run  cost. 

(2)  Average  mill-run  cost  by  species. 

(3)  Arbitrary  value. 

(4)  Cost  allocated  to  species  and  grades. 

No  attempt  will  be  made  to  discuss  the  various  and  complex 
conditions  encountered  in  lumber  accounting  nor  the  different 
items  of  expense  entering  into  the  cost. 

The  operations  of  the  average  lumber  company  consist  of 

1.  Logging, 

2.  Transportation, 

3.  Sawing  logs  into  lumber. 

Some  companies  produce  all  their  logs  from  their  own  stump- 
age;  others  produce  part  and  purchase  part  from  outside  con- 
tractors. The  logs  are  of  no  value  for  lumber  until  they  are 
delivered  to  the  sawmill — hence  the  principal  elements  to  be  con- 
sidered are  cost  of  logs  at  mill  and  sawmill  expense. 

There  is  considerable  argument  as  to  whether  the  planing-mill 
expense  is  part  of  the  cost  of  lumber  produced  or  an  expense 
incident  to  the  sale.  In  view  of  the  fact  that  not  all  lumber  is  run 
through  the  planer,  it  should  be  considered  as  an  expense  incident 
to  the  sale.  If  there  is  any  surfaced  lumber  in  the  inventory,  the 
cost  of  planing  may  be  added  thereto. 

This  article  will  deal  with  a  typical  mill  in  the  northwest.  The 
figures  shown  herein  are  taken  from  the  records  of  a  particular 
mill  in  order  that -the  results  obtained  may  be  fairly  accurate. 
While  the  market  values  shown  are  not  necessarily  authentic,  they 
are  sufficiently  representative  for  the  purposes  of  this  article. 

The  cost  of  various  species  of  logs  may  vary  greatly,  depend- 
ing upon  whether  the  company  cuts  its  own  stumpage  or  purchases 
logs  from  outsiders. 
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The  production  of  lumber  for  the  year  1920  was 

Species  Feet  %  of  total 

White  pine  3,806,348  28.27 

Western  pine  290,284  2.16 

Mixed    9,367,784  69.57 


13,464,416  100.00% 


The  cost  of  logs  sawed  was 

White  pine   $  57,875.16 

Yellow  pine    2,243.80 

Mixed  .  118,975.94 


Total  $179,094.90 

The  total  sawmill  expense  in  producing  the  above  number  of 
feet  was  $74,961.58. 

From  the  foregoing  data  the  costs  determined  under  the  sev- 
eral methods  mentioned  can  be  readily  obtained. 

AVERAGE  MILL-RUN  COSTS 

Under  the  average  mill-run  cost  method,  the  total  cost  of 
producing  lumber  is  divided  by  the  total  number  of  feet  produced, 
in  determining  the  cost  per  thousand  board  feet. 

Cost  of  logs  $179,094.90 

Sawmill  expense   74,961.58 


Cost  of  lumber  manufactured   $254,056.48 


The  total  cost  of  $254,056.48  divided  by  13,464.416  gives 
an  average  cost  of  $18.868  per  1000  feet  of  lumber  produced. 
This  cost  of  $18.868  is  applicable  to  high-grade  white  pine  as  well 
as  low  grades  of  other  species. 

AVERAGE  MILL-RUN  COST  BY  SPECIES 
Lumber  in  the  northwestern  states  is  classified  under  three 
general  headings,  white  pine,  western  pine  and  mixed.    Yellow 
pine  is  often  called  western  pine  and  soft  pine. 

In  determining  costs  under  the  "average  mill-run  cost  by 
species"  method,  the  same  procedure  is  followed  as  under  the 
first  method,  except  that  a  segregation  is  made  of  species.  The 
sawmill  expense  is  distributed  among  the  several  species  on  the 
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percentage  which  the  number  of  feet  of  each  species  produced 

bears  to  the  total  production.     This  percentage  is  shown  in  a 
previous  paragraph. 

Cost  of  Sawmill 

production                                Logs  expense  Total 

White  pine   $  57,875.16  $  21,191.64  $  79,066.80 

Western  pine  2,243.80  1,619.17  3,862.97 

Mixed  118,975.94  52,150.77  171,126.71 


Totals   $179,094.90  $  74,961.58  $254,056.48 

By  dividing  the  total  cost  of  production  of  each  species  by 
the  total  production  of  that  species  the  following  costs  are 
obtained. 

White  pine  $20.772  per  1,000  feet 

Western  pine  13.307    "        "       " 

Mixed    18.267    "        "       " 

ARBITRARY  VALUE 

There  is  little  to  be  said  about  the  arbitrary-value  method,  as 
it  is  merely  the  value  placed  upon  the  lumber  by  the  officers  of 
the  company  and  may  or  may  not  represent  a  fair  value. 

COST  ALLOCATED  TO  SPECIES  AND  GRADES 
Allocating  cost  to  species  and  grades  is  by  far  the  most  satis- 
factory method  of  determining  costs,  as  it  does  not  burden  the 
low  grades  with  a  cost  that  exceeds  the  selling  price.  Each  grade 
is  valued  at  its  value  relative  to  all  other  grades  and  will  generally 
show  a  profit  upon  its  ultimate  sale. 

This  method  is  becoming  more  popular  all  the  time  and  is  in 
use  by  many  of  the  largest  companies  in  the  country. 
The  only  data  required  for  allocating  costs  are 

(1)  The  separation  of  costs  as  to  species  shown  under  the 

second  method  of  determining  costs; 

(2)  Market  value  at  the  close  of  the  accounting  period  of 

each  class  of  lumber  produced  during  the  period. 

Following  is  a  schedule  showing  the  total  production  of  each 
class  of  lumber,  its  market  value  at  December  31,  1920,  and  the 
total  value,  which  is  the  product  of  the  two.  The  total  of  all  the 
products  is  the  market  value  at  December  31,  1920,  of  the  total 
production. 
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Grade 
White  pine: 
D  and  better 

Feet 
produced 
351  170 

Market  value 
per  1000  feet 
$132  50 

Total 
Value 
$46  530  03 

No.  1  common                   .... 

275  600 

8750 

24  11500 

"2          "            

976  864 

5650 

55  19282 

"     3          "       

1,331  658 

4075 

54  265  06 

"     4         "'      

658  754 

2800 

18445  11 

"     5         "      

212  302 

1900 

4  033  74 

Total  white  pine  

?  806  148 

$202  S8l  76 

Western  pine  (yellow  pine)  : 
D  and  better  

51330 

$8700 

$446571 

No.  2  common  

89,820 

3500 

3  143  70 

44     3         "      

79,682 

2750 

2  191  26 

"     4         "      

61,424 

2400 

1  474.18 

"     5 

8,028 

15.00 

120.42 

Total  western  pine  200,284 

Mixed : 

Spruce    198,520                $66.25 

White  fir- 
No.  3  and  better  1,443,894                  35.25 

No.  4  and  5  common 284,690                   22.00 

Cedar — 

D  and  better  24,000                   62.00 

Common   100,614                  22.50 

Red  fir  and  larch — 

D  and  better  798,498                   50.00 

Common    6,517,568                   14.25 

Total  mixed    9,367,784 


Total  all  grades  13,464,416 


$13,151.95 

50,897.26 
6,263.18 

1,488.00 
2,263.82 

39,924.90 
92,875.34 

$206,684.45 
$420,841.48 


By  reference  to  the  "average  mill-run  cost  by  species,"  we 
find  that  the  cost  of  white  pine  production  was  $79,066.80.  This 
cost  is  39.02  per  cent,  of  its  market  value  at  December  31,  1920. 

($79,066.80  -r-  $202,581.76  =  39.02  per  cent.) 
Therefore  the  cost  of  each  grade  of  white  pine  is  39.02  per 
cent,  of  its  market  value. 

The  same  method  is  followed  for  yellow  pine  and  mixed 
lumber.  The  percentage  which  cost  of  yellow  pine  and  mixed 
lumber  is  of  market  is  33.89  per  cent,  and  82.72  per  cent, 
respectively. 
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COMPARISON  OF  METHODS 

Under  the  first,  second  and  fourth  methods  of  determining 
costs  the  following  costs  per  thousand  feet  are  obtained. 

(1)  Average  mill-run  cost 

All  lumber  valued  at  $18.868  per  1000  feet. 

(2)  Average  mill-run  cost  by  species 

White  pine  (all  grades)   $20.772 

Western  pine  (all  grades)    13.307 

Mixed  (all  other  species)   18.267 

(4)  Cost  allocated  to  species  and  grades 
White  pine — 

D  and  better  $51.702 

No.  1  common 34.143 

"    2          "      22.046 

"    3         "      15.901 

"    4         "      10.926 

"    5         "      7.414 

Western  pine  (yellow  pine) — 

D  and  better  29.484 

are  sold  and  the  low  grades  remain  in  the  inventory,  then  the 

No.  2  common 11.862 

"    3         "      ..- 9.320 

"    4         "      8.134 

"    5         "      5.084 

Mixed- 
White  fir : 

Spruce  54.802 

No.  3  and  better 29.159 

No.  4  and  5 18.198 

Cedar: 

D  and  better  51.286 

Common    18.612 

Red  fir  and  larch: 

D  and  better  41.360 

Common    11.788 

If  the  percentage  of  all  grades  that  was  produced  is  main- 
tained in  the  inventory  either  the  first  or  second  method  may  be 
adopted  with  little  or  no  harm.  However,  if  the  better  grades 
inventory  (if  valued  by  either  of  these  two  methods)  may  exceed 
the  market  value. 

In  the  present  period  of  declining  prices,  the  method  by  which 
inventories  are  valued  is  of  great  importance  and  the  rule  of 
"cost  or  market  whichever  is  lower"  should  be  the  basis  of 
valuation. 
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A  schedule  of  the  market  prices  at  April  30,  1921,  will  serve 
to  emphasize  the  desirability  of  allocating  costs. 

Market  value 
White  pine:  April 30,1921 

D  and  better $132.50 

No.  1  common 82.50 

"   2        "       51.50 

"   3        "       33.75 

"4        "       19.00 

"   5        " 12.00 

Western  pine : 

D  and  better 89.00 

No.  2  common 30.00 

"   3        "       20.50 

"   4        "       15.00 

"   5        "       8.00 

Spruce   66.25 

White  fir : 

No.  3  and  better 30.25 

No.  4  and  5 19.00 

Cedar: 

D  and  better 52.00 

Common    18.50 

Red  fir  and  larch  : 

D  and  better  47.00 

Common    12.25 

It  may  be  argued  that  it  costs  as  much  to  fell,  transport  and 
saw  a  log  which  produces  low-grade  as  one  that  produces  high- 
grade.  This  is  true,  but  the  lumber  manufacturer  strives  to 
produce  high-grade  and  the  production  of  low  grades  is  inci- 
dental thereto.  Low-grade  lumber  may  be  likened  to  by-products 
in  other  lines  of  business. 

INCOME-TAX  RULINGS 

Article  1587  of  regulations  45,  promulgated  January  28,  1921, 
reads  as  follows : 

1.  Because  of  the  impracticability  of  determining  accurately  the  costs 
properly  assignable  to  each  species,  grade  and  dimension  of  lumber  making 
up  the  product  of  the  mill,  lumber  manufacturers  may  use  as  a  basis  for 
pricing  inventories  the  average  cost  to  the  manufacturer  of  producing  the 
inventoried  products  during  the  taxable  year  for  which  the  return  of  net 
income  is  made. 

2.  If  the  quantity  of  lumber  on  hand  at  the  time  of  inventory  is  greater 
than  the  total  quantity  of  lumber  produced  during  the  current  taxable  year, 
it  is  evident  that  the  excess  stock  has  been  carried  over  from  the  previous 
year's  production,  and  such  excess  shall  be  valued  at  the  average  cost  of 
production  for  the  preceding  taxable  year. 
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3.  A  taxpayer  who  regularly  allocates  in  his  books  of  account  such  aver- 
age cost  to  the  different  kinds  and  grades  of  lumber  in  proportion  to  the 
selling  value  of  such  kinds  and  grades  may,  subject  in  each  case  to  the 
approval  of  the  commissioner  upon  audit  of  the  return,  make  his  returns  of 
net  income  on  that  basis. 

4.  The  term  "lumber  manufacturer"  as  used  in  this  article  means  a  person 
who  manufactures  lumber  from  logs,  as  distinguished  from  a  remanufac- 
turer  of  lumber. 

Article  1584,  relative  to  goods  in  process  of  manufacture, 
reads  in  part  as  follows : 

.  .  .  Goods  in  process  of  manufacture  may  be  valued  for  purposes  of 
the  inventory  on  the  lowest  of  the  following  bases:  (1)  the  replacement 
or  reproduction  cost  prevailing  at  the  date  of  the  inventory;  or  (2)  the 
proper  proportionate  part  of  the  actual  finished  cost;  or,  under  abnormal 
conditions,  (3)  the  proper  proportionate  part  of  the  sales  price  of  the 
finished  product,  account  being  taken  in  all  cases  of  the  proportionate  part 
of  the  total  cost  of  basic  elements  (materials,  labor  and  burden)  represented 
in  such  goods  in  process  of  manufacture  at  the  stages  at  which  they  are 
found  on  the  date  of  the  inventory.  .  .  . 

This  ruling  has  a  great  bearing  on  the  value  of  logs  on  hand 
and  in  process  of  manufacture. 

If  lumber  is  generally  shipped  in  the  rough,  as  it  comes  from 
the  sawmill,  it  will  be  a  finished  product.  However,  if  the  rough 
lumber  is  generally  surfaced,  resawed  or  cut  into  match  blocks, 
or  if  any  further  process  is  performed  before  shipment,  it  is 
"goods  in  process  of  manufacture,"  and  not  "finished  goods." 
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Offices 

By  J.  PRYSE  GOODWIN 

An  advocate  of  improvement  in  business  methods  cannot  but 
be  impressed  with  the  comparatively  slow  introduction  of  scien- 
tific management  into  stock-brokers'  offices  compared  with  the 
great  strides  that  have  been  made  in  this  direction  in  industrial 
fields. 

The  large  expansion  in  business  brought  about  by  the  war 
necessitated  improved  methods  of  accounting  and  reporting, 
making  it  possible  to  handle  expanded  turnovers  on  dispropor- 
tionate capital  with  the  result  that  leading  industrial  organizations 
have  had  to  take  a  keen  and  active  interest  in  improved  business 
methods  affecting  the  hiring  and  directing  of  labor,  purchasing 
of  materials,  methods  of  manufacture,  methods  of  selling  and 
methods  of  accounting.  The  functions  of  the  modern  controller's 
office  have  been  perhaps  a  development  of  particular  prominence 
during  that  period  of  trade  expansion,  enabling  concerns  through 
the  maintenance  of  better  records  and  improved  statistics  to 
secure  closer  alignment  of  purchases  to  inventories,  of  inventories 
to  manufacturing  requirements  and  of  manufacturing  pro- 
grammes to  unfilled  orders  and  sales  campaigns. 

During  the  same  period  there  has  been  a  large  expansion  of 
capital,  new  organizations  have  been  formed  and  stock  under- 
writings  floated.  While  it  has  been  the  practice  of  financiers  to 
demand  of  industrials  in  conjunction  with  flotation  of  securities, 
balance-sheets,  profit-and-loss  accounts,  earning  statements,  manu- 
facturing costs  and  other  statistics  in  great  detail  and  drawn  up 
in  the  most  scientific  form,  it  is  doubted  whether  bankers  and 
brokers  themselves  have  profited  by  this  experience  and  whether 
they  have  shown  the  same  marked  improvement  in  their  own 
methods  of  internal  management  and  accounting  as  has  been 
going  on  in  industrial  fields. 

Surveys  of  operating  methods  by  industrial  engineers  and 
independent  audits  of  accounts  of  stock-brokers'  offices  appear 
still  to  be  sporadic  rather  than  periodical,  and  as  for  the  prepara- 
tion of  monthly  comparative  balance-sheets  reflecting  fluctuations 
in  assets  and  liabilities  and  of  earnings  statements  drawn  up 
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scientifically  to  show  comparative  costs  and  operating  results  by 
departments,  the  brokerage  offices  that  have  developed  their 
accounting  systems  to  this  point  of  perfection  would  appear  to 
be  limited  to  the  leading  firms. 

In  a  business  surrounded  by  great  hazards,  periodical  and 
independent  audits,  protective  systems  of  control  and  the  prepara- 
tion of  statements  and  reports  such  as  are  prepared  by  controllers' 
offices  in  commercial  concerns,  would  appear  to  be  essential  for 
the  protection  of  customers,  their  employees  and  the  brokers  them- 
selves, and  to  the  lack  of  such  safeguards  can  be  attributed  in 
some  measure  many  defalcations  and  some  failures. 

On  the  other  hand,  surveys  made  for  the  development  of 
scientific  accounting  and  scientific  management  can  be  expected 
to  and  have  induced  some  large  firms  to  improve  and  change  their 
operating  methods  to  meet  changes  in  conditions  that  are  taking 
place  in  this  transition  period,  while  independent  audits  have  the 
natural  result  of  improving  relations  with  bankers  and  inspiring 
customers'  confidence,  all  of  which  assist  in  brokerage  business 
development. 

These  comments  must  not  be  considered  as  reflecting  on  busi- 
ness integrity  for  it  is  doubted  whether  there  be  any  calling  in 
which  so  high  a  standard  of  business  honor  and  business  ethics  is 
exercised  as  that  among  members  of  the  New  York  Stock 
Exchange.  Improved  methods  of  accounting  and  reporting  and 
independent  audits,  however,  recommend  themselves  as  matters 
of  ordinary  business  prudence,  especially  where  the  liability  is 
individual  and  personal. 

While  bookkeeping  systems  of  stock-brokers'  offices  are  gen- 
erally good,  there  appears  to  be  lacking  in  most  offices  a  set  of 
reports  scientifically  drawn  to  reflect  the  physical  condition  of 
the  business  at  any  given  time  and  also  the  operating  progress 
from  month  to  month. 

To  furnish  the  information  desired  by  executives,  namely, 
the  partners,  the  writer  recommends  as  a  result  of  his  experience, 
the  following  monthly  reports,  viz.  : 

Exhibit  (a)   Comparative  balance-sheet 
Exhibit  (b)  Comparative  statement  of  commissions 
Exhibit  (c)  Comparative  profit-and-loss  account 
Exhibit  (d)  Comparative  statement  of  investments 
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Referring  to  these  in  order : 
Comparative  Balance-sheet  (Exhibit  A) 

The  comparative  balance-sheet  is  furnished  with  analytical 
columns  to  show  the  book  value  of  the  assets  and  liabilities  at  the 
end  of  the  current  and  of  the  previous  month  and  the  changes 
that  have  taken  place  therein  during  the  month.  Reference  to 
this  exhibit  will  show  that  both  the  assets  and  liabilities  have  been 
grouped  according  to  their  liquid  condition,  enabling  a  ready  com- 
parison to  be  made  of  the  finances  of  the  firm  from  a  liquidation 
standpoint.  Comparison  of  the  figures  relating  to  assets  shows 
how  the  firm's  own  and  its  borrowed  capital  is  invested  in  bank 
balances,  accounts  receivable,  including  customers'  debit  balances 
and  investments ;  and  comparison  of  these  figures  in  relation  to  one 
another  and  to  those  of  the  previous  month  shows  what  changes 
have  been  effected  during  the  period.  In  an  era  either  of  inflation 
or  of  deflation  these  comparative  figures  indicate  relative  progress 
made  in  either  direction,  which  is  invaluable  information  to  broker- 
age executives. 

In  the  lower  section  of  the  statement  is  shown  the  firm's  lia- 
bilities grouped  according  to  accounts  payable,  including  cus- 
tomers' credit  balances,  loans,  and  partners'  capital,  and  the  same 
relative  comparison  of  these  figures  with  those  of  the  previous 
month  showing  the  increases  and  decreases  are,  in  periods  of 
inflation  or  deflation,  of  importance  to  the  partners'  furnishing  a 
guide  to  executive  policy  such  as  the  desirability  of  adjusting 
margins  or  interest  rates  charged  on  customers'  accounts. 

The  important  subject  of  equities  is  not  introduced  into  this 
monthly  balance-sheet  to  avoid  delay  in  preparation,  the  pricing 
and  extending  of  collateral  involving  a  large  amount  of  detail 
work.  Equities  on  investments  are  shown  in  the  separate  schedule 
dealing  with  that  subject  and  it  is  the  writer's  experience  that 
margins  on  customers'  accounts,  equities  on  loans  and  the  box 
count  can  be  handled  better  on  separate  reports.  Ascertainment 
of  margins  against  customers'  debit  balances  is,  of  course,  a  mat- 
ter of  daily  and  perhaps  hourly  necessity  and  a  statement  of  ac- 
counts below  margin  requirements  should  at  all  times  be  before 
the  executives. 
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Exhibit  A 

COMPARATIVE  BALANCE-SHEET 
At  and  previous  month 

Current  month  Previous        Increase 

ASSETS  DETAIL          TOTAL  month         decrease  (Red) 

Cash  at  banks  

Cash  &  stamps  on  hand  

Total  

Accounts  receivable 

Customers'  accounts  

Employees'  accounts  

Partners'  accounts  

Failures  to  deliver  

Less  reserve  (Red)  ....(Red)    (Red) 

Total 

Stocks  borrowed 
Investments  long 
Deferred  charges 

Total  assets 

LIABILITIES 
Accounts  payable 

Customers'  accounts  

Employees'  accounts  

Partners'  accounts  

Failures  to  receive  

Total 

Investments  short 
Stocks  loaned 
Loans  on  collateral 
Dividend  accounts 

Total  liabilities 
Partners'  capital 
Profits  to  date 

Total 


Comparative  Statement  of  Commissions  (Exhibit  B) 

The  comparative  statement  of  commissions  shows  in  compara- 
tive form  for  the  period  of  the  year  to  date  and  for  the  corre- 
sponding period  of  the  previous  year  the  total  volume  of  shares 
dealt  in  on  the  stock  exchanges  and  the  relative  increase  or  de- 
crease— also  the  corresponding  figures  of  commissions  earned  by 
the  various  offices  of  the  brokerage  house.  The  business  being 
one  subject  to  wide  fluctuations,  comparisons  made  between  com- 
missions earned  in  one  year  and  another  do  not  furnish  relative 
guides  as  to  the  operating  ability  of  the  organization.  If,  how- 
ever, the  fluctuations  in  the  volume  of  commissions  earned  in 
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each  office  be  compared  with  the  fluctuations  in  volume  of  shares 
dealt  in  on  the  local  exchange,  a  comparison  of  percentages  of 
increase  or  decrease  will  show  to  partners  whether  or  not  their 
organization  is  maintaining  its  relative  position  with  their  com- 
petitors, the  value  of  which  information  needs  no  argument. 

Exhibit  B 

COMPARATIVE  STATEMENT  OF  COMMISSIONS 

For  months  ended 

%on 

Current  yr.    Previous  yr.     Increase     prev. 
SOURCE  to  date  to  date       decr.(/v!<?cO    year 

Shares  New  York  stock  exchange 

Shares  Chicago  exchange  

Shares  Cincinnati  exchange  


Correspondents 
1. 
2. 
3. 
4. 

Total  correspondents 

Branch  offices 
1. 
2. 
3. 

Total  branch  offices 

Head  office 

New  York  commissions 
Chicago  commissions 
Cincinnati  commissions 

Total  head  office 
Grand  total 


Comparative  Profit-and-Loss  Account  (Exhibit  C) 

The  comparative  profit-and-loss  account  shows  in  columnar 
form  comparative  income,  expenditure  and  profits  for  the  expired 
months  of  the  year  to  date  compared  with  the  corresponding 
period  of  the  previous  year,  the  increase  or  decrease  and  the 
percentage  thereof. 

The  income,  in  this  statement,  is  divided  according  to  depart- 
ments, and  against  each  department's  earnings  are  charged  those 
expenses  which  are  peculiar  to  the  department,  thereby  enabling 
department  profits  and  the  percentage  of  same  compared  to  de- 
partment gross  income  to  be  determined  by  departments.  Com- 
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parison  of  these  percentages  showing  how  much  of  the  earnings 
of  each  department  is  conserved  and  represents  department  profit 
is  found  to  be  invaluable  to  executives,  drawing  attention  to 
opportunities  for  increasing  departmental  earnings  or  reducing 
department  costs,  just  as  is  indicated  by  controllers'  reports,  and 
is  done  in  industrial  fields. 

Referring  to  the  lower  half  of  the  statement — expenses  have 
been  classified  according  to  those  which  are  normal  and  general 
to  all  departments,  namely,  office  salaries  and  expenses,  and  those 
which  are  of  a  fluctuating  or  miscellaneous  nature  classified  as 
miscellaneous  expenses. 

By  use  of  the  same  classification  of  both  income  and  expen- 
diture from  month  to  month  and  year  to  year  relative  percentages 
of  profits  and  expenses  indicate  opportunities  for  increasing  earn- 
ings and  reducing  operating  costs,  according  to  changes  in  funda- 
mental conditions. 

Exhibit  C 

COMPARATIVE  PROFIT  AND  LOSS  ACCOUNT 
For  months  ended  19          and  19 

1921  Increase     %  on 

INCOME  DETAIL       TOTAL         1920        decrease     1920 

Stock  department 

Commissions  

Less  salaries  and  expenses 

Profit 
%  on  income 

Investment  department 

Profits  less  losses  

Less  salaries  and  expenses   

Profit 
%  on  income 

Trading  department 

Profits  less  losses  

Less  salaries  and  expenses   

Profit 

%  on  income 

Interest 
Income 
Expenditure  

Profit 
%  of  income 

Total  department  profits 
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For  months  ended  19          and  19 

1921  Increase    %  on 

EXPENDITURE  DETAIL        TOTAL         1920        decrease     1920 

Office  salaries  and  expenses 

Salaries  

Rent  

Postage  

Stationery  


Total 

Miscellaneous  expenses 
Advertising 
Donations 
Auditing 
Legal 


Total 

Total  expenses 

Net  profit  to  date 
Deduct  partners'  salaries 

Balance  undivided  profit  to  date 


Comparative  Statement  of  Investments  (Exhibit  D) 

The  comparative  statement  of  investments  contains  a  com- 
plete list  of  the  firm's  investments  showing  in  comparative  form 
their  book  and  market  value  and  the  book  profit  or  loss  on  each. 

In  the  last  few  years  there  has  been  a  tendency  on  the  part 
of  stock-brokers  to  expand  into  the  investment  or  bond  field,  and 
while  the  methods  and  principles  of  doing  business  differ  materi- 
ally from  those  of  the  commission  business,  this  has  perhaps 
not  been  thoroughly  appreciated  by  some  of  the  houses  which 
have  ventured  into  it  until  they  have  come  to  take  inventory  of 
their  investments.  These  inventories  perhaps  have  disclosed  se- 
curities remaining  unsold  for  long  periods  and  carried  at  unprofit- 
able rates  of  interest  from  which  the  market  has  been  allowed  to 
slip  away,  allowing  the  securities  to  be  marketed  only  at  a  loss. 
The  comparative  statement  of  investments  is  intended  to  keep 
partners  informed  from  month  to  month  and  at  more  frequent 
intervals,  if  required,  how  and  to  what  extent  the  capital  of  the 
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firm  is  being  absorbed  in  the  investment  department  and  the 
condition  of  those  investments  compared  with  their  current 
market  value  and  present  financial  outlook.  All  this  is  found  to 
tend  to  increase  turnover  and  disclose  losses  before  opportunities 
for  cutting  them  have  expired. 

Exhibit  D 

COMPARATIVE  STATEMENT  OF  INVESTMENTS  AT 

Book  Market  Book 

Shares  Security       Price    Amount       Price    Amount       Profit      Loss 


There  are,  of  course,  many  other  forms  of  reports  and  sta- 
tistics of  aid  to  partners  and  executives  in  this  business  and  those 
submitted  are  subject  to  amplification  and  modification  to  meet 
special  conditions,  but  they  are  intended  to  be  illustrative  only  of 
general  principles  and  fundamentals  and  to  arouse  interest  in 
the  subject  with  a  view  to  improvement  in  business  methods  of 
stock-brokers'  offices  for  the  benefit  of  themselves,  their  cus- 
tomers and  their  employees. 
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Displacing  the  Auditor 

Many  pages  have  been  written  and  many  volumes  could 
be  written  concerning  the  advantages  of  British  law  and  prac- 
tice in  regard  to  corporation  audit.  The  American  conditions 
are  inferior,  as  everyone  familiar  with  the  English  companies  act 
must  admit.  The  chief  reasons  are  doubtless  the  greater  age 
of  the  accounting  profession  in  Great  Britain  and  the  conse- 
quently wider  recognition  given  to  the  importance  of  the  account- 
ant's services.  But  if  the  reason  is  obvious,  so  is  the  condition; 
and  the  truth  is  that  there  are  many  undesirable  factors  here 
which  have  done  and  are  doing  serious  harm  to  the  accountant 
and  even  more  serious  harm  to  the  business  and  investing  public. 

A  great  change  has  come  over  the  public  conscience  and  com- 
prehension in  regard  to  business  ethics.  Most  men  of  affairs 
to-day  understand  that  the  accountant  is  the  best  liaison  officer 
between  investor  and  investment  and  there  is  a  constantly  increas- 
ing tendency  to  call  upon  the  impartial  accountant  to  state  facts 
for  the  benefit  of  the  public  at  large.  But  we  are  still  a  long  way 
short  of  the  developments  which  have  been  effective  in  Great 
Britain  since  1908  and  even  before  that  year  in  which  the  com- 
panies act  in  its  latest  form  was  passed. 

Take,  for  example,  that  clause  of  the  law  which  requires  the 
election  of  auditors  at  the  annual  meeting  of  stockholders.  The 
English  or  Scottish  investor  has  a  salutary  way  of  turning  up  at 
annual  meetings  and  taking  part  in  the  proceedings ;  and  accord- 
ingly an  election  of  auditors  is  not  always  the  perfunctory  matter 
which  it  would  be  if  all  was  cut  and  dried  in  advance.  Here  the 
owner  of  stock,  unless  he  be  a  director,  may  not  know  even  the 
date  and  place  of  the  meeting.  If  a  notice  is  sent  him  it  often 
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finds  its  way  speedily  to  a  waste-basket  with  the  circulars  and 
solicitations  of  the  day's  mail. 

The  cause  of  his  indifference  is  the  knowledge  that  the  meet- 
ing will  probably  be  a  farce  anyway.  The  controlling  interests 
will  smother  anything  that  savors  of  initiative.  So  he  stays  at 
home  or  in  his  own  office  and  lets  the  corporation  run  itself.  The 
appointment  or  election  of  an  auditor  is  of  little  apparent  interest 
to  him.  The  directors  will  arrange  all  that. 

But  suppose  we  had  a  federal  law  containing  the  provisions 
of  the  English  act;  suppose  it  were  compulsory  that  auditors  be 
elected  rather  than  appointed;  suppose  the  electors  were  the 
owners  of  the  property,  not  merely  the  managers;  suppose  the 
public  were  to  awake  to  the  virtue  there  is  in  studying  properly 
prepared  reports  of  financial  condition — would  not  the  fiscal 
health  of  all  industry  be  much  strengthened  thereby? 

Is  all  that  we  have  written  so  obvious  as  to  be  trite  ?  We  wish 
it  were.  It  is  not,  however.  The  people  seldom  give  such  matters 
a  thought.  But  what  we  have  written  is  merely  to  open  the  way 
for  another  factor  in  the  case  even  less  familiar  to  the  business 
man  than  are  those  which  we  have  mentioned. 

For  many  years  there  has  been  a  growing  tendency  to  solicit 
accounting  engagements.  At  times  it  must  appear  to  the  pessimist 
that  all  the  world  has  gone  awhoring  after  strange  gods.  It  seems 
as  though  there  was  no  profession  left — it  was  altogether  become 
commercial.  Of  course,  that  is  not  true.  There  really  are  in- 
creasingly great  numbers  of  men  in  every  profession  who  have 
the  proper  esprit  de  corps.  Hundreds  of  accountants  refuse 
absolutely  to  be  seduced. 

But  the  errant  ones  are  so  vociferous  and  many  that  they 
overcrow  the  rest,  and  the  pessimist  may  be  pardoned  for  his 
pessimism. 

We  have  no  means  of  finding  out  all  that  was  in  the  minds 
of  those  who  drafted  the  English  companies  act;  but  sometimes 
we  wonder  if  there  was  a  fear  lest  accountancy  should  be  debased, 
for  we  find  in  the  law  a  provision  which  is  certainly  discouraging 
to  competitive  activity — and  that,  of  course,  is  the  underlying 
cause  of  all  the  clamorous  and  despicable  blowing  of  the  trumpet 
by  circular  and  advertisement. 

Under  the  practice  here,  the  president  or  the  board  of  direc- 
tors may  change  auditors  without  warning.  A  graceless  extoller 
of  himself  may  be  called  in  to  sign  the  report  a  better  man  re- 
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fused  to  approve.  A  rate  cutter  may  be  dragged  in  to  save  a  fee. 
Any  change  may  be  made  without  notice.  And  the  consequence 
is  that  the  competitive  accountant  always  has  an  inducement  to 
mischief  and  to  derogation  of  the  profession.  We  venture  to  think 
that  the  following  clauses  from  the  British  law  must  act  as  a 
deterrent  to  those  who  would  otherwise  be  untrue  to  the  standard. 

A  person,  other  than  a  retiring  auditor,  shall  not  be  capable  of  being 
appointed  auditor  at  an  annual  general  meeting  unless  notice  of  an  intention 
to  nominate  that  person  to  the  office  of  auditor  has  been  given  by  a  share- 
holder to  the  company  not  less  than  fourteen  days  before  the  annual  general 
meeting,  and  the  company  shall  send  a  copy  of  any  such  notice  to  the  retiring 
auditor,  and  shall  give  notice  thereof  to  the  shareholders,  either  by  adver- 
tisement or  in  any  other  mode  allowed  by  the  articles,  not  less  than  seven 
days  before  the  annual  general  meeting: 

Provided  that  if,  after  notice  of  the  intention  to  nominate  an  auditor  has 
been  so  given,  an  annual  general  meeting  is  called  for  a  date  fourteen  days 
or  less  after  the  notice  has  been  given,  the  notice,  though  not  given  within 
the  time  required  by  this  provision,  shall  be  deemed  to  have  been  properly 
given  for  the  purposes  thereof,  and  the  notice  to  be  sent  or  given  by  the 
company  may,  instead  of  being  sent  or  given  within  the  time  required  by 
this  provision,  be  sent  or  given  at  the  same  time  as  the  notice  of  the  annual 
general  meeting. 

Naturally  there  is  as  much  rivalry  among  professional  men  in 
Britain  as  there  is  here.  Everyone  wants  to  succeed.  We  doubt 
not  there  is  many  an  auditing  engagement  sought  and  obtained 
at  the  cricket  club  or  on  the  golf  course — as  there  is  many  a 
client  won  for  a  legal  practitioner  by  the  way  of  friendship  and 
social  intercourse.  And  there  is  no  doubt  at  all  that  many  of  our 
British  brethren  forgot  the  restraints  which  formerly  held  them 
when  they  came  to  this  country.  But  notwithstanding  all  these 
things  it  is  true  that  circularizing,  soliciting  in  its  most  objec- 
tionable forms,  advertising  and  many  of  the  catch-penny  devices 
which  are  a  profound  shame  here  to-day  are  at  least  discouraged 
if  not  altogether  avoided  under  a  law  which  calls  for  due  notice 
and  publication  before  the  displacement  of  an  auditor. 


The  National  Budget 

The  adoption  of  the  budget  system  by  the  United  States  is 
one  of  the  most  important  steps  taken  in  many  years  toward  im- 
proving the  conduct  of  our  governmental  business.  The  vigorous 
manner  in  which  the  present  administration  has  taken  hold  of 
the  organization  of  the  budget  system  promises  well  for  effective 
results  and  every  rightminded  citizen  will  approve  the  effort  thus 

130 


Editorial 


begun.  There  are  limitations  upon  the  conduct  of  governmental 
affairs,  some  of  which  can  be  removed,  while  others  are  perhaps 
unavoidable. 

One  limitation  might  be  removed,  or  at  least  modified,  through 
a  readjustment  of  salaries.  Generally  speaking,  salaries  in  the 
lower  ranks  of  government  employees  compare  favorably  with 
those  paid  for  similar  services  in  private  business.  On  the  other 
hand,  officers  and  employees  who  carry  heavy  responsibilities  are 
frequently  underpaid,  in  some  cases,  lamentably  so.  One  result 
is  a  labor  turnover  that  is  little  short  of  appalling,  and  which 
tends  to  leave  in  the  government  offices  the  men  of  lesser  ability. 
If  we  are  ever  to  have  reasonably  satisfactory  conduct  of  public 
business,  congress  must  realize  that  on  the  present  salary  basis, 
the  government  cannot  successfully  compete  with  private  business 
in  the  employment  of  brains.  The  adoption  of  a  budget  may  be 
helpful  in  showing  the  need  for  adequate  salaries  for  responsible 
positions. 

The  results  that  will  be  obtained  from  the  adoption  of  a 
budget  system  must  depend  in  a  large  measure  upon  the  energy, 
tact  and  ability  of  the  comptroller-general,  and  in  this  connection 
it  is  regrettable  that  the  president  was  unable  to  secure  for  this 
important  appointment  an  accountant  whose  record  would  give 
adequate  assurance  of  the  highest  ability  in  the  conduct  of  this 
office.  It  is  unfortunate  that  the  government  was  unable  to  in- 
duce one  of  the  leading  members  of  the-  Institute  to  accept  the 
appointment,  even  though  a  financial  sacrifice  was  involved.  The 
present  incumbent  is,  however,  entitled  to  every  consideration  in 
the  difficult  task  which  he  faces,  and  it  is  to  be  hoped  that  he  will 
prove  able  to  measure  up  to  the  responsibilities  of  his  office. 
Accountants  in  particular  will  follow  his  work  with  sympathetic 
interest,  and  we  are  sure  they  will  maintain  toward  him  a  spirit 
of  appreciation  and  cooperation. 


131 


Income-tax  Department 

EDITED  BY  STEPHEN  G.  RUSK 

The  decision  of  the  United  District  Court  for  the  Eastern  District  of 
Missouri  in  the  case  of  Holbrook  v.  Moore,  in  view  of  all  the  facts  recited 
seems  to  be  logical  and  just.  The  decision  is  somewhat  similar  to  that  given 
in  the  case  of  Jackson  v.  Snrietanka  (Treasury  decision  3159,  published  in 
the  June  issue  of  THE  JOURNAL  OF  ACCOUNTANCY).  It  involves  a  matter  of 
additional  salary  being  given  an  officer  of  a  corporation  for  services  ren- 
dered in  a  number  of  previous  years,  and  the  returning  of  the  said  additional 
compensation  as  taxable  income  in  the  year  when  actually  determined.  The 
taxpayer  having  overdrawn  his  account  each  year  for  a  number  of  years 
and  having  been  granted  in  1918  a  substantial  portion  of  said  overdraft  as 
extra  compensation  sought  to  pro  rate  the  additional  amount  as  income  over 
the  years  in  which  the  services  were  rendered.  This  was  denied  to  him  and 
the  total  additional  compensation  was  ruled  to  be  taxable  income  in  the 
year  1918. 

Exempt  corporations  are  treated  of  in  treasury  decision  3164.  This 
decision  sets  out  clearly  that  which  the  regulations  have  as  clearly  indi- 
cated, that  a  corporation  organized  for  profit,  though  its  activities  be  that  of 
an  educational  character,  is  not  exempt  from  federal  income  and  profits 
taxes. 

It  is  interesting  to  note  that  in  this  case  the  taxpayer  seeks  to  deduct 
from  taxable  income  the  cost  of  furniture  and  fixtures,  buildings  and  "other 
necessary  improvements."  It  seems  strange,  at  this  late  day,  that  anyone 
should  expect  to  deduct  items  of  the  kind  named. 

(T.  D.  3161.) 
Income  tax — Act  of  October  3,  1913 — Decision  of  court. 

1.  INCOME — ADDITIONAL  SALARY  OF  OFFICER  OF  CORPORATION,  SUBSEQUENTLY 

AUTHORIZED,  OFFSET  BY  OVERDRAFTS  ALREADY  MADE. 

Where,  relying  en  the  unofficial  promises  of  a  majority  of  the  board  of 
directors  that  additional  salary  would  be  voted  him  for  past  years,  the 
president  of  a  corporation  overdrew  his  account  with  the  corporation,  addi- 
tional salary,  subsequently  voted,  was  income  to  him  for  the  year  in  which 
the  amount  thereof  was  finally  settled  upon  and  segregated  by  an  order  of 
the  board,  although  he  had  actually  received  and  spent  the  money,  as  over- 
drafts, prior  to  that  year. 

2.  SAME — INVALIDITY  OF  VOTE  OF  ADDITIONAL  SALARY — ESTOPPEL  BY  IN- 

COME-TAX RETURN. 

Where  the  corporation  deducted  the  additional  salary  of  the  president 
when  it  made  its  income-tax  return,  the  validity  of  the  order  of  the  board 
granting  such  additional  salary  can  not  be  questioned,  although  such  presi- 
dent's vote  as  director  of  the  corporation  was  necessary  to  pass  the  order, 
and  the  minority  directors  and  the  stockholders  have  never  acquiesced 
therein. 

TREASURY  DEPARTMENT, 
OFFICE  OF  COMMISSIONER  OF  INTERNAL  REVENUE, 

Washington,  D.  C. 
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To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  district  court  for  the  eastern 
district  of  Missouri,  dated  February  8,  1921,  in  the  case  of  W.  J.  Holbrook 
v.  George  H.  Moore,  collector,  is  published  for  the  information  of  internal- 
revenue  officers  and  others  concerned. 

M.  F.  WEST, 

Acting  Commissioner  of  Internal  Revenue. 
Approved  May  3,  1921 : 
A.  W.  MELLON, 

Secretary  of  the  Treasury. 


UNITED  STATES  DISTRICT  COURT  FOR  THE  EASTERN  DISTRICT  OF  MISSOURI. 

No.  5161. 

W.  J .  Holbrook,  plaintiff,  v.  George  H.  Moore,  collector,  defendant. 

Submitted  to  the  court  sitting  as  jury,  on  an  agreed  statement  of  facts. 

[Decided  Feb.  8,  1921.] 

Oral  opinion  of  the  court:  This  case  was  submitted  to  the  court  sitting 
as  a  jury,  and  a  jury  being  specially  waived  in  writing,  the  court  heard  the 
testimony  and  the  arguments  of  counsel,  and  has  since  considered  the  briefs 
filed  on  both  sides. 

The  facts  are  somewhat  unique,  and  I  confess  just  a  little  difficulty  with 
the  case.  Plaintiff  is  president  of  a  real-estate  company  doing  business  here 
in  the  city  of  St.  Louis.  He  is  also,  of  course,  a  director  in  that  company. 
He  and  two  others  of  the  directors  (of  whom  there  are  five  in  all)  made 
the  orders  and  passed  the  resolutions  to  which  I  shall  hereafter  refer.  The 
remaining  two  directors  had  nothing  to  do  with  these  orders  and  resolutions. 

Plaintiff  and  the  two  directors  having  to  do  with  the  resolution  that  I 
shall  mention  owned  75  per  cent,  of  the  capital  stock;  25  per  cent,  is  in  the 
hands  of  other  stockholders,  presumably  in  the  hands,  among  others,  of 
the  two  directors  not  taking  part  in  the  orders  and  resolutions  to  which  I 
have  before  referred. 

In  the  years  preceding  March  1,  1913,  the  date  at  which  the  income-tax 
act  took  effect,  that  is,  the  act  of  October  3,  1913,  plaintiff  was  the  active 
manager  of  the  corporation  of  which  he  is  director  and  president.  The 
affairs  of  his  corporation  seem  to  have  been  very  successful  and  profitable. 
It  was  deemed  by  plaintiff  and  two  of  the  directors  that  his  services  for  the 
years  1909,  1910,  1911,  and  1912  were  such  as  reasonably  to  entitle  him  to 
additional  compensation  to  that  allowed  him  by  the  rules  and  by-laws  of 
the  board  of  directors.  No  agreement  as  to  the  amount  of  that  compensa- 
tion was  ever  arrived  at  by  anybody  up  until  December,  1913. 

Plaintiff  relying,  as  he  says,  upon  the  promise  of  two  directors,  became 
indebted  to  the  company,  and  this  indebtedness  was  carried  on  the  books  of 
the  company  as  overdrafts.  These  overdrafts  of  plaintiff  amounted  in 
December,  1913,  to  about  $70,000.  In  this  month  and  year  (plaintiff  and  two 
other  directors  concurring)  plaintiff  was  allowed  a  credit  upon  the  books  of 
the  company  for  $50,000,  leaving  the  plaintiff  owing  the  company  at  that 
time  $20,000  on  his  overdrafts.  Although  seven  years  have  passed,  neither 
the  other  two  directors,  nor  the  stockholders,  have  ever  affirmatively  acqui- 
esced in  this  allowance,  although  plaintiff  was  given  credit  for  it  upon  the 
books  of  the  company  in  December,  1913,  in  the  sum  that  I  have  heretofore 
stated— $50,000. 

In  the  year  1913  the  Holbrock-Blackwelder  Real  Estate  Trust  Co.  (I 
believe  this  is  the  exact  style  of  it)  made  out  its  return  as  it  was  required 
to  do  by  the  law  then  in  force,  as  a  basis  of  assessment  against  it  of  an 
income  tax  for  the  year  1913.  It  may  have  been,  perhaps,  in  January,  1914, 
but  that  cuts  no  figure  in  the  case.  In  this  return  it  took  credit  for  the 
$50,000  that  it  had  allowed  to  plaintiff  on  its  books,  as  an  expense.  It  is 
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true  that  it  happened,  fortuitously,  that  the  company  during  the  year  1913 
had  lost  $76,000,  so  that  it  had  to  pay  no  income  tax  at  all.  It  would  not 
have  had  to  pay  it  in  any  event. 

Upon  this  $50,000  so  carried  to  the  credit  of  plaintiff  upon  the  books  of 
his  company  in  1913,  the  defendant  assessed  against  him  an  income  tax 
amounting  to,  I  believe,  $990.36.  This  tax  the  plaintiff  paid.  After  the 
usual  procedure,  he  brought  suit  against  the  defendant,  Moore,  in  order  to 
secure  a  refund.  The  question  is  whether  this  tax  was  correctly  or  incor- 
rectly assessed  against  him  under  the  law  then  in  force.  I  have  reached 
the  conclusion  that  it  was. 

Up  until  December,  1913,  and  on  the  28th  of  the  month,  I  believe,  there 
had  never  been  an  ascertainment  of  the  amount  that  plaintiff  should  have 
from  the  company  as  additional  compensation;  that  matter  was  left  unde- 
termined. It  is  true  that  he  had  gotten  the  money  and  had  spent  it  in  the 
years  preceding  the  taking  effect  of  the  income-tax  act  of  October,  1913. 
Upon  the  books  of  the  company  he  owed  it  overdrafts  not  only  for  the 
$50,000,  but  for  an  amount  largely  in  excess  of  that  sum.  Up  to  that  time 
he  had  never  gotten  it  and  it  was  not  certain  that  he  ever  would  get  it. 
But  at  this  time  the  credit  to  come  to  him  was  finally  settled  upon  and 
segregated  by  an  order  of  the  board.  It  may  be  said,  since  only  two  mem- 
bers of  the  board  (in  addition  to  plaintiff  himself)  acquiesced  in  this,  that 
therefore  it  was  no  order,  and  that  since  the  other  two  directors  and  the 
stockholders  have  never  to  this  good  day  acquiesced  in  it,  that  it  was  no 
order.  I  take  it,  that  the  company  is  foreclosed  by  the  fact  that  they  took 
credit  for  it  when  they  made  their  income-tax  return  for  the  year  following 
the  year  at  which  they  passed  this  credit  to  plaintiff  upon  the  corporation's 
books. 

I  am  led  to  the  conclusion  that  I  have  reached  largely  by  the  case  of 
Jackson  v.  Smietanka  (267  Fed.,  932),  a  case  recently  decided  in  Illinois, 
wherein  the  facts  were  that  Jackson,  as  receiver  for  some  railroad  company, 
was  allowed  by  order  of  the  court,  $2,000  per  month  for  a  number  of  years 
prior  to  the  taking  effect  of  the  income-tax  act  of  1918.  When  a  final  set- 
tlement came  Jackson  as  receiver  was  allowed  $100,000  additional  for  his 
services,  over  and  beyond  the  $2,000  a  month  that  he  had  been  collecting 
theretofore.  It  was  understood  throughout  the  receivership  that  when  the 
same  was  finally  settled  he  was  to  be  allowed  additional  compensation.  The 
order  of  the  court  allowing  that  additional  compensation  proportioned  that 
allowance  over  the  years  1914,  1915,  1916,  and  1917,  in  practically  equal 
amounts.  Of  course,  Jackson  contemplated  paying  an  income  tax;  he  con- 
ceded that,  but  the  question  the  court  had  before  it  was  whether  Jackson 
ought  to  pay  according  to  the  law  of  1918,  or  whether  he  ought  to  pay  ac- 
cording to  the  law  that  was  in  force  in  1914,  1915,  and  so  on.  The  court 
held  that  he  ought  to  pay  as  of  the  time,  and  under  the  law  in  force  at  the 
time  the  final  settlement  and  final  allowance  was  made. 

This  Jackson  case  is  the  one  that  I  find  nearest  to  the  facts  in  this  case. 
As  I  stated  in  the  beginning,  the  case  is  a  close  and  difficult  one,  but  I  have 
concluded,  both  upon  the  reasoning  and  under  the  authority  of  the  Jackson 
case,  that  the  judgment  should  be  for  the  defendant.  It  is  so  ordered. 

(T.  D.  3164.) 

Income  tax— Revenue  act  of  1918— Decision  of  court. 
1.  EXEMPT    CORPORATIONS— EDUCATIONAL    INSTITUTIONS,    WHERE    PROFITS 

INURE  TO  PRIVATE  STOCKHOLDERS. 

A  corporation  organized  for  the  purpose  of  conducting  a  military  school 
for  profit,  the  stock  of  which  is  owned  entirely  by  the  officers,  directors, 
and  teachers  of  the  institution,  is  not  exempt  from  income  tax  as  an  edu- 
cational institution,  no  part  of  the  net  earnings  of  which  inures  to  the 
benefit  of  any  private  stockholder  or  individual,  within  the  meaning  of  sub- 
division 6,  section  231,  revenue  act  of  1918. 
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2.  PRIVATE    STOCKHOLDERS    OR    INDIVIDUALS— OFFICERS,    DIRECTORS,    AND 

TEACHERS  OF  MILITARY  SCHOOL. 

The  term  "private"  is  not  used  in  the  statute  in  contradistinction  to 
"official,"  whether  the  latter  be  used  in  a  military  or  an  institutional  sense, 
but  as  the  antonym  of  "public,"  the  supposed  beneficiary  of  the  benevolent 
activities  of  an  institution  devoted  exclusively  to  public  betterment;  private 
pecuniary  profit  and  gain  is  the  test  to  be  applied,  and  the  officers,  directors, 
and  teachers  of  a  military  school  corporation,  owning  the  stock  thereof,  are 
"private  stockholders"  within  the  meaning  of  the  act. 

3.  DEDUCTIONS— FAILURE    TO    APPEAL    TO    COMMISSIONER    OF    INTERNAL 

REVENUE. 

A  taxpayer  can  not  claim  a  deduction  in  court  for  the  first  time,  where, 
in  its  claim  for  refund  filed  precedent  to  bringing  suit,  it  did  not  claim  the 
right  to  such  deduction  or  assert  that  it  had  failed  to  take  it  in  computing 
net  income  in  its  return,  or  that  it  had  failed  to  take  credit  for  it,  and 
where,  consequently,  a  claim  for  the  deduction  was  never  presented  to 
the  commissioner  of  internal  revenue  for  his  decision. 

4.  DEDUCTIONS — EXPENSES — CAPITAL  INVESTMENTS — COST  OF  NEW 

BUILDINGS. 

No  deduction  as  expenses  is  allowed  by  the  law  in  any  case  in  respect 
of  any  amount  paid  out  for  new  buildings,  or  for  permanent  improvements 
or  betterments  made  to  increase  the  value  of  any  property  or  estate. 

TREASURY  DEPARTMENT, 
OFFICE  OF  COMMISSIONER  OF  INTERNAL  REVENUE, 

Washington,  D.  C. 
To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  district  court  of  the  United  States  for 
the  western  district  of  Missouri,  dated  March  23,  1921,  in  the  case  of  The 
Kemper  Military  School  v.  George  F.  Crutchley,  collector,  is  published  for 
the  information  of  internal  revenue  officers  and  others  concerned. 

M.  F.  WEST, 

Acting  Commissioner  of  Internal  Revenue. 
Approved  May  11,  1921 : 

A.  W.  MELLON, 

Secretary  of  the  Treasury. 

DISTRICT  COURT  OF  THE  UNITED  STATES  FOR  THE  WESTERN  DIVISION  OF  THE 

WESTERN  DISTRICT  OF  MISSOURI. 

The  Kemper  Military  School,  plaintiff,  v.  George  F.  Crutchley,  defendant. 
[Decided  Mar.  23,  1921.] 

MEMORANDUM    OF  FINAL   HEARING. 

VAN  VALKENBURGH,  Judge :  The  plaintiff  in  this  action  seeks  to  recover 
the  sum  of  $52,166.81  income  taxes,  with  interest  and  penalty,  alleged  to 
have  been  illegally  exacted  from  the  plaintiff  by  the  defendant  for  the  year 
1918.  The  basis  of  plaintiff's  alleged  right  to  recover  the  above  sum  is  that 
it  is  exempt  from  tax  as  an  educational  institution,  which  was  organized 
and  operated  exclusively  for  educational  purposes,  and  that  no  part  of  its 
net  earnings  inures  to  the  benefit  of  any  private  stockholder  or  individual. 
This  defense  is  asserted  under  the  following  exemptions  specifically  pro- 
vided by  the  congress : 

Corporations  organized  and  operated  exclusively  for  religious,  char- 
itable, scientific,  or  educational  purposes,  or  for  the  prevention  of  cruelty 
to  children  or  animals,  no  part  of  the  net  earnings  of  which  inures  to  the 
benefit  of  any  private  stockholder  or  individual. 
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The  plaintiff  was  incorporated  June  15,  1909,  under  the  provisions  of 
chapter  12,  article  9,  of  the  revised  statutes  of  Missouri,  1899,  governing  the 
formation  of  private  corporations  for  manufacturing  and  business  purposes. 
This  statute  appears  as  article  7  of  chapter  33  of  the  revised  statutes  of 
1909,  concerning  private  corporations,  and  deals  with  corporations  organized 
for  pecuniary  profit  and  gain.  Plaintiff  was  not  organized  under  the  article 
of  the  same  chapter,  which  deals  with  benevolent,  religious,  scientific,  edu- 
cational, and  miscellaneous  associations  not  intended  for  pecuniary  gain  or 
profit. 

The  school  was  originally  of  individual  ownership.  For  many  years 
prior  to  its  incorporation  it  was  owned  by  Col.  T.  A.  Johnston,  now  its 
president  and  principal  stockholder.  He  purchased  it  originally  for  approx- 
imately $12,000;  since  which  time  large  additions  and  betterments  have 
been  made  until  its  present  total  assets  are  shown  to  be  $348,796.01,  its 
liabilities  $96,522.88,  and  its  net  resources  $252,273.13.  Its  present  attend- 
ance totals  about  435  pupils.  In  1918  and  1919,  during  war  activities,  it 
had  a  few  over  500.  In  1918  the  charge  was  $600  per  pupil  for  tuition, 
board,  and  lights.  The  charge  now  has  been  raised  to  $700.  In  addition 
thereto  it  sells  to  the  pupils  uniforms  and  books,  upon  which  it  makes  a 
profit. 

It  receives  minor  items  of  income  from  other  sources  which  do  not 
require  detailed  consideration. 

For  the  calendar  year  1918  its  gross  income  amounted  to  $205,153.26,  of 
which  the  sum  of  $5,083.11  was  received  from  sources  other  than  tuition; 
after  making  statutory  deductions  the  net  income  remaining  amounted  to 
$79,788.01.  The  figures  involved  are  riot  in  dispute  except  as  to  some  claims 
for  deduction  to  which  reference  will  be  hereafter  made. 

When  the  school  was  incorporated  Colonel  Johnston  transferred  the  prop- 
erty to  the  corporation,  receiving  stock  therefor.  The  remaining  shares  of 
stock  were  subscribed  for  by  teachers,  and  the  officers  and  board  of  di- 
rectors are  made  up  of  such.  These  teachers  paid  for  their  stock  out  of 
their  earnings.  A  dividend  of  6  per  cent,  has  been  paid  upon  all  stock 
since  the  date  of  the  incorporation. 

That  the  corporation  is  operated  exclusively  for  educational  purposes 
may  be  conceded.  If  the  law  had  stopped  there  and  had  evidenced  the 
purpose  of  exempting  all  such,  the  contention  of  the  government  would  be 
without  merit,  but  the  law  further  provides  that,  not  only  must  the  corpora- 
tion be  organized  and  operated  exclusively  for  educational  purposes,  but 
that  no  part  of  its  net  earnings  should  inure  to  the  benefit  of  any  private 
stockholder  or  individual.  The  case  of  State  ex  rel  J.  L.  Sillers  v.  Johnston 
(214  Mo.,  656),  in  which  this  same  school  was  under  discussion,  is  not  in 
point  There  the  school  was  exempt  under  a  provision  of  the  state  con- 
stitution and  statute  which  exempts  from  taxation  real  estate  "used  exclu- 
sively for  schools."  The  element  of  private  pecuniary  gain  was  not 
involved;  and,  furthermore,  the  construction  of  a  state  court  upon  a  state 
constitution  or  law  could  not  affect  a  federal  statute  of  different  intend- 
ment  and  uncontrolled  by  state  laws. 

This  corporation,  while  devoted  to  educational  purposes,  was  confessedly 
organized  for  private  pecuniary  profit  and  gain.  Its  teachers  all  receive 
salaries.  In  addition  thereto,  they  have  all,  including  Colonel  Johnston, 
received  an  annual  dividend  of  6  per  cent,  upon  their  stock  since  the  date 
the  corporation  was  organized.  While  under  the  terms  of  the  statute  we 
are  concerned  chiefly  with  net  earnings,  nevertheless  it  may  appropriately 
be  remarked  that  the  increase  in  value  of  the  school  property  inures  to  the 
stockholders  of  this  business  corporation.  It  might  at  any  time  be  sold  and 
the  purchase  price  divided  proportionately  to  such  holdings.  Upon  ultimate 
dissolution  the  holders  of  these  shares  of  stock  would  receive  the  proceeds 
of  the  property,  including  accumulated  income. 

The  chief  insistence  is  that  because  all  the  shareholders  are  officers, 
directors,  and  teachers  in  the  institution  they  are  not  "private  stockholders 
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or  individuals."  This  involves  a  narrowness  of  definition  that  can  not  be 
entertained  in  view  of  the  obvious  purpose  and  spirit  of  the  act.  The  dis- 
tinction is  not  between  private  and  official,  whether  the  latter  be  used  in  a 
military  or  an  institutional  sense.  The  word  "private"  as  here  used  is  the 
antonym  of  "public" — a  private  stockholder  as  distinguished  from  the 
general  public — the  supposedly  beneficiary  of  the  benevolent  activities  of 
an  institution  devoted  exclusively  to  public  betterment.  Private  pecuniary 
profit  and  gain  is  the  test  to  be  applied.  This  corporation  was,  and  is, 
undeniably  organized  and  operated  for  that  purpose. 

It  does  not  detract,  even  in  small  degree,  from  the  merit  and  worthy 
service  of  the  plaintiff,  as  a  valuable  institution  of  learning,  to  hold,  as  we 
must,  that  it  is  not  exempt  from  the  tax  imposed. 
Plaintiff  further  contends  that- 
Even  if  it  were  liable  to  pay  said  taxes,  they  should  not  be  collected  for 
the  year  1918  because  it  expended  in  the  necessary  furniture  and  fixtures 
the  sum  of  $13,086.68  and  for  buildings  and  other  necessary  improvement 
$81,388.35,  amounting  in  the  aggregate  to  $94,275.03,   which  amount  was 
expended  for  the  upkeep  and  expansion  of  the  plaintiff's  plant  and  for  the 
comforts  and  necessities  of  said  school. 

To  this  claim  the  defendant  answers  that  plaintiff,  in  its  appeal  to  the 
commissioner  of  internal  revenue  in  its  claim  for  the  abatement  of  said 
taxes  and  for  refund,  never  at  any  time  asserted  or  claimed  that  it  had 
failed  to  take  credit  for  any  deduction  in  its  said  return  of  income  for  the 
year  1918,  which  it  was  entitled  to  take,  in  computing  its  net  income  for 
that  year,  under  the  act  of  congress,  and  that  said  claim  was  never  at  any 
time  presented  by  the  plaintiff  to  the  commissioner  of  internal  revenue  for 
his  consideration  and  decision  thereon ;  further,  that  in  computing  its  net 
income  for  the  year  1918  plaintiff  deducted,  in  its  said  return  of  income 
for  said  year,  a  reasonable  allowance  for  the  exhaustion,  wear,  and  tear 
of  the  property  used  in  its  trade  or  business,  including  a  reasonable  allow- 
ance for  obsolescence.  These  allegations  of  the  answer  are  sustained  by 
the  testimony.  The  law  provides  for  a  reasonable  allowance  for  exhaustion, 
wear  and  tear,  etc.,  as  conceded  by  defendant,  and  as  claimed  by  plaintiff 
in  its  return  and  allowed  by  the  collector  and  commissioner.  It  further 
provides  that  in  computing  net  income  no  deduction  shall  in  any  case  be 
allowed  in  respect  of  any  amount  paid  out  for  new  buildings,  or  for 
permanent  improvements  or  betterments  made  to  increase  the  value  of  any 
property  or  estate.  It  follows  that  this  claim  for  deduction,  in  the  sum 
of  $94,275.03,  or  any  part  thereof,  can  not  be  indulged. 

It  appearing  that  the  grounds  upon  which  plaintiff  relies  for  recovery 
are  untenable,  and  there  being  no  dispute  that  the  amount  of  the  tax  levied 
was  correct,  if  plaintiff's  contentions  are  not  sustained,  it  follows  that 
judgment  must  be  entered  for  the  defendant,  and  it  is  so  ordered. 


Howard   F.   Farrington   announces   the   opening   of   offices   in   the 
Woolworth  building,  Watertown,  New  York. 


Arthur  Anderson  announces  the  opening  of  an  office  in  the  National 
City  building,  42nd  street  and  Madison  avenue,  New  York. 


Mackay,  Irons  &  Co.  announce  the  removal  of  their  office  to  165  Broad- 
way, New  York,  and  the  admission  to  partnership  of  Douglas  H.  Strachan. 


Clinton  H.  Montgomery  &  Co.  announce  the  removal  of  their  offices  to 
1100-1107  Bitting  building,  Wichita,  Kansas,  and  the  opening  of  an  office 
at  229  Frisco  building,  Joplin,  Missouri. 

137 


Students'  Department 

EDITED  BY  H.  A.  FINNEY 

AMERICAN  INSTITUTE  OF  ACCOUNTANTS 
BOARD  OF  EXAMINERS 

NOTE. — In  presenting  the  following  solutions  to  the  examination  questions  of  the 
American  Institute  examination,  the  editor  of  this  department  wishes  to  caution  the 
reader  against  assuming  that  these  are  official  solutions.  They  have  not  been  seen  by 
the  board  of  examiners,  still  less  endorsed  by  them. 

EXAMINATION  IN  ACCOUNTING  THEORY  AND  PRACTICE — PART  II 

MAY  19,  1921,  1  P.  M.  to  6  P.  M. 

Ansiver  questions  I,  2  and  3  and  any  tivo  other  questions: 
1.  The  trial  balance  of  the  Occidental  Timber  Co.,  on  January  1,  1920, 
was  as  follows: 

Cash    $    2,618.03 

Accounts  receivable   21,111.17 

Inventory    36,133.32 

Unexpired  insurance   559.44 

Plant  and  equipment   352,109.75 

Timber   lands    551,539.31 

Preferred   claims    $37,011.99 

First  mortgage  bonds,  6%   212,500.00 

Bond  interest  accrued — 6  months  . . .  6,375.00 

Unsecured   creditors    64,471.64 

Capital  stock   400,000.00 

Surplus    243,712.39 


$964,071.02    $964,071.02 

The  company,  being  unable  to  meet  its  current  obligations,  the  Western 
Trust  Co.  was  appointed  receiver  on  January  1,  1920. 

The  transactions  under  the  receivership  for  the  year  following  are 
hereby  summarized : 

Purchased  logs $    9,646.22 

(Half  was  bought  for  cash,  less  cash  discounts, 
and  the  balance  on  credit) 

Operating  expenses   202,972.81 

Commissions    4,214.14 

Demurrage   326.00 

Freight,   inward    585.53 

General  expense   4,837.40 

Salaries    12,000.00 

Shipping  expense 13,574.10 

Taxes   " 1,421.00 

All  paid  in  cash. 

Allowance  for  stumpage  cut  amounting  to  $50,000  was  credited  to 
timber  account.  Interest  on  bonds  to  December  31,  1920,  was  paid  in  full 
and  the  outstanding  bonds  were  reduced  to  $200,000  December  31,  1920,  by 
paying  off  $12,500  at  101.  Sales  amounted  to  $450,000  gross,  of  which 
$300,000  was  received  in  cash  as  net  payment  by  customers. 

Freight  allowance  to  customers   $  70,510.00 

Discounts   allowed    556.33 

Discounts  received   500.00 

Profit   from  commissary   5,000.00 

Sundry  income    3,500.00 
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The  accounts  receivable  of  January  1,  1920,  realized  $20,000  net.  Pre- 
ferred claims  were  paid  in  full.  Depreciation  of  $3,500  was  allowed  on 
plant  and  equipment.  Unexpired  insurance  on  December  31,  1920,  amounted 
to  $125.  Inventories  were  $40,000. 

Prepare  realization  and  liquidation  account,  cash  account  and  balance- 
sheet,  December  31,  1920,  also  receiver's  profit-and-loss  account,  proving 
the  gain  shown  by  the  realization  and  liquidation  account  and  showing  all 
the  elements  making  up  the  net  amount. 

Solution.         THE  OCCIDENTAL  TIMBER  COMPANY 
REALIZATION  AND  LIQUIDATION  ACCOUNT 

January  1,  1920,  to  December  31,  1920 
ASSETS  TO  BE  REALIZED: 

Plant  and  equipment  .„ $352,109.75 

Timber  and  lands   551,539.31 

Unexpired    insurance    559.44 

Inventory    36,133.32 

Accounts    receivable    21,111.17    $961,452.99 

ASSETS  REQUIRED: 

Accounts  receivable   (receiver's  sales)    450,000.00 

SUPPLEMENTARY  CHARGES  : 

Purchases  of  logs 9,646.22 

Operating  expenses   202,972.81 

Commissions  4,214.14 

Demurrage    326.00 

Freight,   inward    585.53 

General  expense   4,837.40 

Salaries    12,000.00 

Shipping  expense   13,574.10 

Taxes   1,421.00 

Interest  on  bonds— 1920    12,750.00 

Premium  on  bonds  paid— 1%  on  $12,500  ....  125.00 

Freight  allowance  to  customers  70,510.00 

Discounts  allowed    556.33      333,518.53 

LIABILITIES  LIQUIDATED  : 

Interest  on  bonds,  accrued  at  Jan.  1,  1920  . .          6,375.00 

First  mortgage  bonds,  6%  12,500.00 

Preferred  claims    -. 37,011.99        55,886.99 

LIABILITIES  NOT  LIQUIDATED: 

First  mortgage  bonds,  6%   200,000.00 

Unsecured  creditors— prior  to  Jan.  1,  1920  . .  64,471.64 

Accounts  payable — receiver's  log  purchases  . .  4,823.11      269,294.75 

Profit  for  the  year  74,302.54 


$2,144,455.80 
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REALIZATION  AND  LIQUIDATION  ACCOUNT — (Continued) 
ASSETS  NOT  REALIZED — DOWN  : 

Plant  and  equipment   $352,109.75 

Less  reserve   for   depreciation...      3,500.00      348,609.75 

Timber  and  lands    501,539.31 

Unexpired    insurance    125.00 

Inventories    40,000.00 

Accounts   receivable— receiver's   sales    78,933.67      969,207.73 

CREDIT   SIDE 
LIABILITIES  TO  BE  LIQUIDATED: 

Preferred   claims    $  37,011.99 

First   mortgage   bonds,   6%    212,500.00 

Bond  interest  accrued — 6  months   6,375.00 

Unsecured  creditors  64,471.64      320,358.63 

LIABILITIES  INCURRED: 

Accounts  payable — receiver's  purchase  of  logs  4,823.11 

SUPPLEMENTARY  CREDITS  : 

Sales    450,000.00 

Discounts  received   500.00 

Profit   from  commissary    5,000.00 

Sundry  income    3,500.00      459,000.00 

ASSETS  REALIZED: 

Accounts  receivable— prior  to  Jan.  1,  1920  . . .         20,000.00 

Accounts  receivable — receiver's  sales : 

Cash    $300,000.00 

Freight  allowance  to  customers   70,510.00 

Discounts  allowed    556.33 

Total  accounts  collected   371,066.33      391,066.33 

ASSETS  NOT  REALIZED: 

Plant  and  equipment    $352,109.75 

Less  reserve   for  depreciation . . .      3,500.00      348,609.75 

Timber  and  lands : 

Value  at  January  1,  1920  551,539.31 

Less  stumpage  cut  during  year. .     50,000.00      501,539.31 

Unexpired  insurance   125.00 

Inventories    40,000.00 

Accounts   receivable— receiver's   sales    78,933.67      969,207.73 


$2,144,455.80 
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LIABILITIES  NOT  LIQUIDATED: 

First  mortgage  bonds,  6%  

Unsecured  creditors — prior  to  Jan.  1,  1920  . .  . 
Accounts  payable — receiver's  log  purchases . . 


200,000.00 
64,471.64 
4,823.11      269,294.75 


Balance — Jan.  1, 
Accounts  receivable— old.  20,000.00 
Accts.  rec' able— receiver's  300,000.00 
Profit  from  commissary.  5,000.00 
Sundry  income  3,500.00 


THE   OCCIDENTAL   TIMBER   COMPANY 

RECEIVER'S  CASH  ACCOUNT 
January  1,  1920,  to  December  31,  1920 
1920....$    2,618.03     Accounts    payable  —  log 

purchases    $    4,323.11 

Operating  expenses   202,972.81 

Commissions    4,214.14 

Demurrage  326.00 

Freight,   inward   585.53 

General  expense   4,837.40 

Salaries   12,000.00 

Shipping  expense  13,574.10 

Taxes   1,421.00 

Interest  accrued — Decem- 
ber 31,  1919  6,375.00 

Bond  interest  for  year  . .  12,750.00 
First      mortgage      bonds, 

6%,.  paid  12,500.00 

Premium  on  bonds  paid.  125.00 

Preferred  claims    37,011.99 

Balance,  Dec.  31,  1920  . .  18,101.95 

$331,118.03  $331,118.03 

THE  OCCIDENTAL  TIMBER  COMPANY 

RECEIVER'S  PROFIT  AND  Loss  ACCOUNT 
For  the  Year  Ending  December  31,  1920 

Gross  sales   $450,000.00 

Less  freight  allowance  to  customers  70,510.00 

Net   sales    $379,490.00 

Deduct  cost  of  produce  sold: 

Inventory,  January  1,  1920  $  36,133.32 

Purchases— logs   $9,646.22 

Add  freight  inward   585.53  10,231.75 

Stumpage   cut 50,000.00 

Operating  expenses    202,972.81 

Depreciation— plant  and  equipment   3,500.00 

Taxes   1,421.00 

Insurance 434.44 


Total  cost  of  manufacture   304,693.32 

Deduct  inventories,  December  31,  1920   40,000.00 

Gross  profit  on  sales  
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Deduct  selling  expenses: 

Commissions    4,214.14 

Demurrage    326.00 

Shipping  expenses   13,574.10        18,114.24 

Net  profit  on  sales  96,682.44 

Add  other  income: 

Profit  from  commissary    5,000.00 

Sundry  income    3,500.00          8,500.00 

Net  profit  on  sales  and  other  income    105,182.41 

Deduct  general  expenses: 

Salaries    12,000.00 

Miscellaneous  general   expense    4,837.40        16,837.40 

Net  profits  on  operations   88,345.04 

Deduct  net  financial  expense: 

Discounts    allowed    $556.33 

Less  discounts   received    500.00  56.33 

Bond  interest  for  the  year   12,750.00        12,806.33 

Net  profit  for  the  year  75,538.71 

Deduct  direct  charges  to  surplus : 

Premium  on  bonds  paid— 1%  of  $12,500 125.00 

Loss  on  old  accounts  collected: 
Face  of  accounts  at  Jan.  1,  1920. $21,111.17 
Amount  collected   20,000.00 

Balance  presumably  lost    1,111.17          1,236.17 

Net  increase  in  surplus  for  the  year  74,302.54 

THE   OCCIDENTAL   TIMBER   COMPANY 
BALANCE-SHEET—DECEMBER  31,   1920 

FIXED  ASSETS  :  ASSETS 

Plant  and  equipment    $352,109.75 

Less  reserve   for  depreciation...       3,500.00      348,609.75 

Timber  and  lands    501,539.31      850,149.06 

CURRENT  ASSETS  : 

Inventories    40,000.00 

Accounts  receivable— receiver's  sales  78,933.67 

Cash    18,101.95      137,035.62 

DEFERRED  CHARGES: 

Unexpired  insurance   125.00 


$987,300.68 
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LIABILITIES 

FIXED  LIABILITIES: 

First  mortgage  bonds,  6%   $200,000.00 

CURRENT  LIABILITIES: 

Unsecured  creditors— prior  to  January  1,  1920        64,471.64 

Accounts  payable— receiver's  purchases    4,823.11        69,294.75 

$269,294.75 

CAPITAL  : 

Capital  stock   400,000.00 

Surplus : 

Balance,  January  1,   1920    243,712.39 

Net  profit  for  the  year  74,302.54      318,014.93      718,014.93 


$987,309.68 


2.  You  have  been  engaged  to  audit  the  books  and  accounts  of  the 
X  Corporation  for  the  calendar  year  1920.  The  factory  and  other  account- 
ing records  are  at  J;  the  secretarial  records  are  at  K.  The  company's 
product  is  made  to  order  only. 

As  a  result  of  your  audit  at  J  you  have  prepared  the  following: 

CONDENSED  PROFIT  AND  LOSS  STATEMENT 
For  the  calendar  year  1920 

Gross  sales   (shipments)    $240,000.00 

Less  return  sales  and  allowances 5,000.00 


Net  sales 235,000.00 

Deduct : 

Cost  of  goods  sold   (shipped)    153,300.00 

Gross  profit  on  sales  81,700.00 

Deduct : 

Selling  and  administrative   expense    32,675.00 

Net  profit  on  operations   49,025.00 

Add: 

Net  financial  income   975.00 


Net  profit  for  the  calendar  year  1920  $  50,000.00 

Before  the  final  preparation  of  your  report  you  go  to  K  to  examine 
the  minutes  of  the  board  of  directors.  Upon  your  examination  you  find 
in  the  minutes,  under  date  of  March  12,  1920,  the  following: 

"Whereas,  Mr.  A,  our  factory  superintendent,  and  Mr.  B,  our  general 
sales  manager,  are  devoting  their  entire  time  and  attention  to  the  affairs 
of  the  company  and  by  their  faithful  devotion  to  its  interests  have  increased 
the  output  of  the  company  at  the  factory  and  the  sales  at  K;  and 

"Whereas,  for  this  reason  it  is  the  sense  of  the  directors  that  the  said 
Mr.  A  and  Mr.  B,  in  addition  to  the  amount  of  compensation  regularly 
allowed  them,  should  be  further  compensated; 
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"Therefore  be  it  resolved  that  fifty  (50)  per  cent,  of  the  net  profits 
of  the  X  Company  (after  charging  this  additional  compensation  as  an 
expense)  arising  from  the  net  shipments  over  and  above  one  hundred 
seventy-five  thousand  dollars  ($175,000)  be  divided  equally  between  the 
said  Mr.  A  and  Mr.  B  as  their  additional  compensation  for  the  year." 

Recast  your  profit-and-loss  statement  to  give  effect  to  the  above  addi- 
tional information. 

Solution.  In  my  opinion  there  are  two  possible  solutions  to  this 
problem,  due  to  an  ambiguity  in  the  wording  of  the  resolution  of  the 
directors.  The  first  solution  given  below  is  undoubtedly  the  one  desired 
by  the  examiners,  but  the  second  one  can  be  strongly  defended.  The 
uncertain  point  is  whether  the  bonus  is  to  be  deducted  from  the  entire 
net  profits  of  $49,025,  or  from  that  portion  of  the  net  profit  which  arises 
from  net  shipments  over  and  above  $175,000.  The  bonus  will  be  com- 
puted on  the  basis  of  both  interpretations. 

FIRST  SOLUTION 
Based  on  assumption  that  the  bonus  is  to  be  deducted  from 

the  total  profits,  $49,025 
Let  B  =  the  bonus. 

Then  the  net  operating  profits  =  $49,025  —  B. 

The  net  shipments  in  excess  of  $175,000  =  $235,000 —  $175,000  =  $60,000. 
Then  B  =  50%    [60/235   ($49,025  —  B)] 

B  =  30/235  ($49,025—  B) 
235/30  B  =  $49,025  —  B 
265/30  B  =  $49,025 

B  =  $49,025  X  30/265 
B  =  $5,550.00 
Hence  Mr.  A  and  Mr.  B  each  receives  $2,775.00. 

CONDENSED  PROFIT  AND  Loss  STATEMENT 
For  the  calendar  year  1920 

Gross  sales  (shipments)   $240,000.00 

Less  return  sales  and  allowances  5,000.00 


Net  sales    235,000.00 

Deduct : 

Cost  of  goods  sold  (shipped)  : 

Per  original  statement   $153,300.00 

Add  factory  superintendent's  bonus    2,775.00      156,075.00 


Gross  profit  on  sales    78,925.00 

Deduct  selling  and  administrative  expense: 

Per  original  statement   32,675.00 

Add  sales  manager's  bonus   2,775.00        35,450.00 


Net  profit  on  operations   43,475.00 

Add  net  financial  income    975.00 


Net  profit  for  the  calendar  year  1920 44,450.00 
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Proof: 

60/235  of  $43,475  =  $11,100. 
50%  of  $11,100  =  $5,550,  the  bonus. 

SECOND  SOLUTION 

Based  on  the  assumption  that  the  entire  bonus  is  to  be  deducted 
from  that  portion  of  the  profits  which  are  subject  to  the  bonus. 
The  profits  subject  to  bonus  are  (60/235  of  $49,025)  —  B. 
Then  B  =  50%  (60/235  $49,025  —  B) 

B  =  30/235  $49,025  —  ^B 
1#B  =  30/235  $49,025 
B  =  20/235  $49,025 
B  =  $4,172.34 

Proof: 

60/235  of  $49,025.00  =  $12,517.02  Profits  subject  to  bonus  before  de- 
ducting expense  of  bonus. 

$12,517.02  —  $4,172.34  =  $8,344.68  Profits  subject  to  bonus. 
50%  of  $8,344.68  =  $4,172.34  Bonus. 

CONDENSED  PROFIT  AND  Loss  STATEMENT 
For  the  calendar  year  1920 

Gross    sales    $240,000.00 

Less  return  sales  and  allowances   5,000.00 


Net   sales    235,000.00 

Deduct  cost  of  goods  sold : 

Per  original  statement   $153,300.00 

Add  factory  manager's  bonus   2,086.17      155,386.17 


Gross  profit  on  sales  79,613.83 

Deduct  selling  and  administrative  expenses : 

Per  original  statement  32,675.00 

Add  sales  manager's  bonus    2,086.17        34,761.17 


Net  profit  on  operations 44,852.66 

Add  net  financial  income    .  975.00 


Net  profit  for  the  calendar  year  45,827.66 


3.  A  and  B  are  in  partnership  as  commodity  brokers,  A  receiving 
55  per  cent,  of  the  profits  and  B  45  per  cent.  In  order  to  strengthen  the 
financial  statements  of  the  firm  they  agreed  some  years  ago  to  turn  in  as 
partnership  assets  certain  securities  held  by  them  as  individuals.  Under 
a  separate  agreement,  dividends  on  these  securities  as  well  as  profits  or 
losses  from  sales  were  to  accrue  to  each  as  though  separate  ownership 
were  retained.  In  addition  the  partnership  as  such  has  purchased  securities 
which  it  holds  as  investments  in  the  same  companies. 

You  are  furnished  a  trial  balance  of  the  general  ledger  before  closing, 
which  shows  the  following  condition  at  December  31,  1920: 
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Cash  and  other  current  assets  

Securities : 

Firm   $  50,000.00 

A   100,000.00 

B    50,000.00 


Office  furniture  and  fixtures  

Deferred  charges  to  profit  and  loss  

Expense  accounts  

Accounts  payable  

Notes  payable  

Capital  accounts: 

A   

B 

Commissions  and  other  earnings  (including  divi- 
dends on  stocks  held  by  firm)  

Dividends  received  for  personal  accounts: 

A   

B    . 


Dr. 

$320,000.00 


200,000.00 

15,000.00 

3,000.00 

40,000.00 


Cr. 


$  55,864.00 
150,000.00 

223,500.00 
75,000.00 

70,000.00 

2,000.00 
1,636.00 


$578,000.00    $578,000.00 


A  statement  is  also  handed  to  you  of  the  securities  held,  divided  be- 
tween firm  purchases  and  partners'  individual  holdings  above  mentioned 
as  follows : 

A 

Individual  holdings 
Book  value 


X   Company 
Y   Company 


Shares 
..1,280 
.  300 


Price 

50 

120 


Amount 

$64,000.00 

36,000.00 

$100,000.00 


Partnership  holdings 

Book  value 
Shares    Price       Amount 


200 
175 


50 
100 


$10,000.00 
17,500.00 


$27,500.00 


TOTAL 

Value  December  31, 1920 
Shares         Price  Amount 

X  Company   1,480  55  $  81,400.00 

Y  Company   475  140  66,500.00 


X  Company 
Y   Company 


B 

Individual  holdings 
Book  value 

Shares     Price         Amount 
. .  600         50         $30,000.00 


200        100 


20,000.00 
$50,000.00 


$147,900.00 


Partnership  holdings 

Book  value 

Shares    Price       Amount 
164         50         $  8,200.00 
143        100  14,300.00 


$22,500.00 


X  Company   764 

Y  Company    343 


TOTAL 

Value  December  31, 1920 
Shares          Price  Amount 

55  $  42,020.00 

140  48,020.00 


$  90,040.00 
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You  are  requested  by  the  partners  (1)  to  prepare  a  balance-sheet  show- 
ing the  actual  status  of  each  partner's  investment  in  the  business  at 
December  31,  1920,  giving  effect  to  the  appraised  value  of  securities  at 
that  date  (as  indicated  by  the  total  column  in  the  above  table)  and 
(2)  to  submit  a  scheme  of  capital  stock  distribution  between  A  and  B, 
for  use  if  the  partnership  should  be  converted  into  a  corporation,  each 
partner  turning  in  his  individual  holdings  to  such  corporation. 

Interest  has  been  credited  on  capital  accounts  at  6  per  cent,  during 
the  year  (to  A  $12,600,  to  B  $4,250)  and  such  interest  has  been  included 
among  the  expenses. 

Solution.  The  first  step  is  to  write  up  the  stock  accounts  with  off- 
setting credits  to  the  partners'  accounts.  If  the  statements  handed  to  the 
accountant  were  used  as  a  basis  for  dividing  the  increase  in  value  of  the 
stocks,  the  credits  to  the  partners'  accounts  would  be  computed  as  follows: 
The  "appraised  value"  of  A's  individual  holdings  plus  the  stock 

set  out  as  representing  his  55%  of  the  firm's  holdings,  is  $147,900.00 
The  book  value  of  his  individual  holdings  is  ....  $100,000.00 

and   the   book   value   of   55%    of   the   firm's 

holdings  is   27,500.00      127,500.00 


Amount  which  would  be  credited  to  A  20,400.00 

The  "appraised  value"  of  B's  individual  holdings  plus  the  stock 

set  out  as  representing  his  45%  of  the  firm's  holdings,  is    $  90,040.00 

The  book  value  of  his  individual  holdings  is 50,000.00 

and   the   book   value   of   45%    of   the   firm's 

holdings  is   22,500.00        72,500.00 


Amount  which  would  be  credited  to  B 17,540.00 

However,  the  statement  handed  to  the  accountant  should  not  be  taken 
as  the  basis  for  dividing  the  increase  in  value.  This  statement  sets  out 
the  stock  owned  by  the  firm  in  two  parts  as  if  A  owned  200  shares  of 
X  stock  and  B  764  shares;  and  as  if  A  owned  175  shares  of  Y  stock 
and  B  343  shares.  This  is  not  the  case;  each  partner  owns  an  undivided 
interest  in  all  of  the  stock  owned  by  the  firm.  A  is  entitled  to  55%  of 
the  gain  on  all  of  the  stock,  and  not  all  of  the  gain  on  a  certain  arbi- 
trarily set  aside  55%  of  the  stock;  similarly  B  is  entitled  to  45%  of  the 
gain  on  all  of  the  stock  and  not  the  gain  on  a  certain  45%  of  the  stock. 
The  point  may  be  made  clearer  by  assuming  an  analogous  case.  Sup- 
pose that  EX  invests  $1,000  and  E  invests  $3,000  in  a  business,  the  profits 
of  which  are  to  be  shared  in  the  capital  ratio.  The  firm  invests  $1,000 
in  commodity  Q  which  it  sells  at  a  loss  of  $200;  the  remaining  $3,000  is 
invested  in  commodity  R  which  is  sold  at  a  gain  of  $600.  A  statement 
is  handed  to  the  accountant  representing  that  D's  contribution  of  $1,000 
was  invested  in  commodity  Q  and  therefore  D  lost  $200,  while  E's  con- 
tribution was  invested  in  commodity  R  and  therefore  E  gained  $600. 
This  would  be  clearly  unjust,  and  the  injustice  arises  from  assuming  that 
certain  firm  assets  belong  to  one  partner  and  certain  other  firm  assets 
belong  to  the  other  partner.  The  total  profit  of  the  firm  should  be 
ascertained  and  divided  in  the  profit-and-loss  ratio. 
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Returning  to  the  problem  we  shall  find  that  a  division  of  the  book 
profit  on  a  correct  basis  will  produce  results  very  close  to  those  on  the 
incorrect  basis,  but  small  errors  in  results  do  not  justify  a  departure  from 
correct  principles. 

CREDITS  TO  PARTNERS  FROM  WRITING  UP  STOCK 
A's  INDIVIDUAL  HOLDINGS 

Book  Appraised      Increase    A         B 

X  Co.  ..1,280  shares     (  50)  $  64,000     (  55)  $  70,400    $6,400 
Y  Co.  ..  300      "         (120)      36,000     (140)      42,000      6,000 


100,000 


112,400 


12,400 


B's  INDIVIDUAL  HOLDINGS 

X  Co.  . .  600  shares     (  50)      30,000     (  55)      33,000      3,000 
Y  Co.   ..  200      "         (100)      20,000     (140)      28,000      8,000 


50,000 


61,000 


11,000 


FIRM'S  HOLDINGS 

X  Co.  . .  364  shares     (  50)       18,200     (  55)       20,020      1,820 
Y  Co.  ..318      "         (100)      31,800     (140)      44,520    12,720 


50,000 


64,540    14,540 


A— 55%  of  $14,540   7,997 

B— 45%  of     14,540   6,543 


Total  credits  to  partners  20,397  17,543 


The  next  step  is  to  divide  the  profits  for  the  year. 

Commissions  and  other  firm  earnings  $70,000.00 

Less  expenses  including  interest  on  capital 40,000.00 


Net  profit  after  allowing  interest  on  capital 


30,000.00 


Before  dividing  these  profits,  the  question  of  interest  on  capital  must 
be  considered.  The  problem  states  that  profits  are  to  be  divided  55% 
and  45%,  and  it  makes  no  provision  for  a  division  of  a  portion  of  the 
profits  in  the  form  of  interest  on  capital.  Since  the  interest  has  been 
entered  on  the  books,  it  must  be  assumed  that  the  partners  agreed  to  it, 
considering  it  as  an  expense  before  dividing  profits  in  the  agreed  ratio. 
A  has  been  allowed  6%  interest  on  $210,000  of  capital  although  his  account 
has  a  credit  balance  of  $223,500.  Deducting  the  $12,600  interest  reduces 
the  balance  to  $210,900  before  interest  was  credited.  As  there  is  no 
evidence  as  to  how  and  when  the  extra  $900  credit  arose,  it  does  not 
seem  possible  to  make  any  adjustment  of  the  interest.  Similarly,  B  has 
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been  credited  with  interest  on  $70,833.33,  although  his  capital  is  $75,000, 
or  $70,750  before  the  interest  was  credited,  but  there  are  no  data  for 
making  an  adjustment.  All  that  can  be  done  is  to  divide  the  $30,000 
profits  in  the  agreed  ratio. 

A  receives  55%  of  $30,000,  or  $16,500. 

B  receives  45%  of     30,000,  or     13,500. 


STATEMENT  OF  PARTNER'S  ACCOUNT 


B 


Balances,  per  trial  balance   

Write-up  in  firm's  stock  holdings  

Write-up  in  individual  stock  holdings    . . 

Profits  for  the  year   

Dividends  received  for  personal  accounts 


$223,500.00    $  75,000.00 

12,400.00        11,000.00 

7,997.00 

16,500.00 


6,543.00 
13,500.00 
2,000.00         1,636.00 


$262,397.00    $107,679.00 


A  AND  B 
BALANCE-SHEET—DECEMBER  31,  1920 


ASSETS 
Cash    and    other    current 

assets   $320,000.00 

Securities : 

Firm    ....$64,540.00 

A 112,400.00 

B  61,000.00      237,940.00 


LIABILITIES 

Accounts    payable    $  55,864.00 

Notes  payable  150,000.00 

A   capital    262,397.00 

B   capital    107,679.00 


Office  furniture  and  fix- 
tures    15,000.00 

Deferred  charges  to  profit 
and  loss 3,000.00 


$575,940.00 


$575,940.00 


In  suggesting  a  plan  for  stock  distribution  in  case  the  partnership 
desires  to  change  to  a  corporation,  it  is  to  be  assumed  that  A  and  B 
will  wish  to  retain  the  old  agreement  as  to  division  of  income  from  indi- 
vidual stock  holdings  and  profit  on  their  sale,  also  that  they  will  wish  to 
divide  profits  approximately  as  before.  It  is  suggested  that  two  classes 
of  preferred  stock  be  issued  for  the  individual  holdings  of  stock;  class  A 
stock  of  a  par  value  of  $112,400  to  A,  and  class  B  stock  of  a  par  value 
of  $61,000  to  B.  The  stock  should  carry  a  preference  dividend  provision 
which  will  return  to  the  individuals  any  income  or  profit  from  the  indi- 
vidual stock  holdings  turned  in.  Common  stock  should  be  issued  for  the 
remainder  of  the  capital;  to  A  $262,397— $64,540 ;  to  B  $107,679— $61,000. 
This  will  give  A  $197,857  of  common  stock  and  B  $46,679.  Adjustments 
may  be  made  to  bring  the  issue  to  even  hundred-dollar  shares.  This 
arrangement  will  give  A  more  than  four-fifths  of  the  capital  and  B  less 
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than  one-fifth,  which  is  quite  different  from  the  55%  and  45%  ratio  for 
dividing  partnership  profits.  However,  the  stock  should  be  divided  on 
the  basis  of  the  capital  accounts  in  order  to  make  A  and  B  share  equitably 
in  the  assets.  The  adjustment  of  earnings  to  the  old  partnership  basis 
may  be  accomplished  by  means  of  salaries,  and  the  remaining  profits 
divided  as  dividends  on  the  common  stock  will  take  the  place  of  the  interest 
on  capital  allowed  in  the  partnership. 

4.  On  January  1,  1920,  the  A.  B.  C.  Company  purchased  100  shares 
($100  par  value)  of  the  capital  stock  of  the  X.  Y.  Z.  Company  in  the 
open  market,  paying  $9,000  therefor,  and  entered  the  item  on  its  books 
as  "investments." 

On  July  1,  1920,  the  X.  Y.  Z.  Company  acquired  all  the  capital  stock 
of  the  A.  B.  C.  Company,  but  continued  the  subsidiary  thus  acquired  as  a 
going  concern. 

On  November  1,  1920,  the  A.  B.  C.  Company  declared  a  dividend  of 
100  shares  of  the  capital  stock  of  the  X.  Y.  Z.  Company,  payable  on  No- 
vember 20,  1920,  to  stockholders  of  record  November  15,  1920. 

The  market  value  of  the  X.  Y.  Z.  stock  on  the  dates  shown  was 
as  follows : 

November  1,  1920,  83^;  November  15,  1920,  87?^;  November  20, 1920,91. 

Formulate  the  journal  entries  necessary  properly  to  record  the  dividend 
transaction  on  the  books  of  both  companies  and  comment  on  the  value  of 
the  shares  on  the  books  of  the  X.  Y.  Z.  Company. 

Solution.  As  the  A.  B.  C.  Company  was  not  dealing  in  the  stock  of 
the  X.  Y.  Z.  Company  the  stock  was  not  merchandise,  and  hence  the 
account  with  the  investment  should  not  be  affected  by  market  fluctuations. 
The  A.  B.  C.  Company's  entries  would  be: 

NOVEMBER  1,  1920 

Surplus   $9,000.00 

Dividends  payable  $9,000.00 

To  record  the  declaration  of  a  dividend  payable  on 
November  20,  1920,  in  stock  of  the  X.  Y.  Z.  Com- 
pany, to  stockholders  of  record  November  15,  1920. 

NOVEMBER  20,  1920 

Dividends  payable    $9,000.00 

Investments    $9,000.00 

To  record  payment  of  dividends  in  stock  of  the 
X.  Y.  Z.  Company. 

The  X.  Y.  Z.  Company  should  not  treat  the  dividend  as  income.  The 
correct  procedure  for  a  holding  company  to  follow  in  connection  with 
earnings  and  dividends  of  a  subsidiary,  is : 

Debit  investment  in  stock  of  subsidiary  and  credit  earnings  of  subsidiary 
with  the  holding  company's  proportion  of  the  subsidiary's  profits 
when  ascertained  by  the  subsidiary  at  the  close  of  its  accounting 
period.  This  entry  reflects  the  increase  in  the  book  value  of  the 
subsidiary  stock  due  to  profits. 

Debit  dividends  receivable  and  credit  investment  in  stock  of  subsidiary 
when  the  subsidiary  declares  a  dividend.  This  entry  reflects  the 
decrease  in  the  book  value  of  the  subsidiary  stock,  due  to  the 
dividend. 
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Debit  the  thing  received  and  credit  dividends  receivable  when  the  divi- 
dend is  received.  The  X.  Y.  Z.  Company  should  make  the  following  entries : 

NOVEMBER  1,  1920 

Dividends  receivable   $9,000.00 

Investment  in  stock  of  A.  B.  C.  Company $9,000.00 

To  record  declaration  of  dividend  by  A.  B.  C.  Com- 
pany, payable  in  our  stock  on  November  20,  1920. 

The  balance  of  the  account  "Investment  in  Stock  of  A.  B.  C.  Company" 
now  represents  the  book  value  of  the  A.  B.  C.  Company's  net  assets, 
exclusive  of  holdings  of  X.  Y.  Z.  stock,  plus  any  goodwill  paid  by  the 
X.  Y.  Z.  Company  in  the  acquisition  of  the  A.  B.  C.  Company  stock. 
In  the  preparation  of  a  consolidated  balance-sheet,  the  net  assets  of  the 
A.  B.  C.  Company  and  the  goodwill  will  be  taken  into  the  balance-sheet, 
thus  eliminating  the  investment  account.  To  make  this  point  as  clear  as 
possible,  assume  that  the  A.  B.  C.  Company  had  net  assets  of  $140,000 
at  the  time  when  the  X.  Y.  Z.  Company  acquired  its  stock  at  a  cost  of 
$155,000.  Then  a  payment  of  $15,000  was  made  for  goodwill.  The  pay- 
ment of  the  dividend  reduces  the  A.  B.  C.  Company's  net  assets  to 
$131,000,  and  the  entry  on  the  X.  Y.  Z.  Company's  books  reduces  the 
investment  account  to  $146,000.  The  difference  between  the  subsidiary's 
net  assets  and  the  investment  account  is  still  $15,000,  the  amount  of 
the  goodwill. 

NOVEMBER  20,  1920 

Treasury  stock   $10,000.00 

Dividends  receivable   $9,000.00 

Capital  surplus   1,000.00 

To  record  receipt  of  100  shares  of  a  par  value  of 

$100  each  of  our  own  stock  as  a  dividend  from  the 

A.  B.  C.  Company. 

The  treasury  stock  should  be  put  on  the  books  at  par,  the  offsetting 
credit  being  made  to  capital  surplus  for  the  difference  between  the  par 
of  the  stock  and  the  carrying  value  on  the  books  of  the  subsidiary. 

If  the  X.  Y.  Z.  Company  paid  more  than  book  value  for  the  A.  B.  C. 
Company  stock,  so  that  a  goodwill  item  would  result  in  the  consolidated 
balance-sheet,  it  would  be  conservative  to  close  the  capital  surplus  account 
to  the  investment  account,  thus  reducing  the  goodwill  on  the  theory  that 
the  X.  Y.  Z.  Company  paid  par  for  its  stock  held  by  the  A.  B.  C.  Company. 

5.  Under  the  terms  of  the  mortgage  securing  the  issue  of  bonds  by  a 
corporation  there  is  a  sinking-fund  provision  by  which  2  per  cent,  per 
annum  must  be  turned  over  to  the  trustees,  who  are  empowered  to  invest 
the  cash  in  their  hands  in  purchasing  these  bonds  whenever  they  can  be 
obtained  at  par  or  below.  During  the  year  under  review  they  have 
bought  $50,000  at  90  flat  and  received  one-half  year's  interest  thereon  at 
6  per  cent. 

Show  the  entries  on  the  company's  books.  Indicate  whether  its  profit 
and  loss  or  its  surplus  is  affected  by  the  discount  and  the  interest. 

151 


The  Journal  of  Accountancy 


Solution.  Authorities  differ  as  to  whether  the  discount  should  be  taken 
up  at  once  or  amortized.  If  taken  up  at  once,  the  entries  would  be: 

Sinking  fund  securities— own  bonds   $50,000.00 

Sinking  fund  cash   $45,000.00 

Capital  surplus    5,000.00 

To  record  purchase  of  50,000  par  of  bonds  at  90  flat. 
If  the  bonds  were  originally  issued  at  a  discount  the  discount  on  the 
issue  of  $50,000  could  be  offset  against  the  $5,000  discount  on  repurchase, 
the  net  being  credited  to  capital  surplus. 

In  my  opinion,  the  bonds  should  be  treated  in  the  same  manner  as 
bonds  of  another  company  purchased  for  the  sinking  fund;  that  is,  they 
should  be  put  on  the  books  as  sinking-fund  securities  at  their  cost,  and 
the  discount  amortized  at  each  interest  date.  As  the  maturity  of  the 
bonds  is  not  known,  it  is  impossible  to  give  entries  by  this  method. 

Sinking  fund  cash   $1,500.00 

Sinking   fund  income    $1,500.00 

To  record  receipt  of  one-half  year's  interest  on  own 
bonds   in   sinking   fund.    Interest  paid   to   trustees. 
The  sinking-fund-income  account  should  be  closed  to  profit  and  loss 
as  the  collection  of  income  on  the  fund  will  be  a  regular  annual  affair. 
If  the  bonds  were  put  on  the  books  at  cost,  a  portion  of  the  discount 
should  be  amortized  by  a  charge  to  the  sinking-fund-investment  account 
and  a  credit  to  sinking-fund  income. 

6.  How  would  you  distinguish  between: 

(a)  Earned  surplus, 

(b)  Paid-in  surplus, 

(c)  Capital  surplus, 

(d)  Appropriated  surplus 

Solution,  (a)  Earned  surplus  is  an  increase  in  net  worth  arising  out 
of  operations,  whether  regular  or  extraneous.  Thus,  the  net  profit  from 
operations  is  earned  surplus,  and  the  gain  on  the  sale  of  fixed  assets 
is  earned  surplus.  Earned  surplus  should  be  distinguished  from  un- 
earned or  unrealized  surplus  resulting  from  a  mere  book  entry,  such  as 
the  writing  up  of  a  fixed  asset. 

(b)  Paid-in  surplus  is  the  excess  of  the  payments  of  stockholders  to 
the  corporation  over  the  par  value  of  the  stock  issued  to  them. 

(c)  Capital  surplus  is  an  account  variously  used  to  receive  credits  from 
surplus  not  earned  from  operations.     Some  accountants  credit  capital  sur- 
plus with  profits  earned  from  extraneous  operations  and  with  unrealized 
profits.     In    my   opinion   this    is    not    correct    as    it   puts    into    the    same 
account  profits  which  are  available  for  dividends  and  mere  book  entries 
which  are   not  a  proper   source   of   dividends.     Earned   profits   from   ex- 
traneous operations  should  be  credited  to  capital   surplus,  and  unrealized 
profits  should  be  credited  to  a  reserve. 

(d)  Appropriated  surplus  is  that  portion  of  the  earned  profits,  arising 
from  regular  operations  or  extraneous  transactions,  which  has  been  tem- 
porarily set  aside  as  not  available  for  dividends  because  of 
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i.  a  contract  with  creditors,  as  in  the  case  of  a  sinking-fund  reserve; 

ii.  an  action  of  stockholders  or  directors,  as  in  the  case  of  a  reserve 
for  plant  extensions,  where  the  intention  is  to  use  the  assets  of 
the  company  for  additions  to  fixed  assets  instead  of  dividends; 

in.  a  conservative  desire  to  provide  for  contingencies,  as  in  the  case 
of  a  reserve  set  up  to  provide  for  some  possible  future  loss  after 
having  provided  all  reserves  for  regular,  known  operating  expenses. 

7.  What  should  be  the  procedure  in  determining  the  value  of  stock 
on  hand  at  the  time  of  a  fire,  the  financial  books  being  intact  and  showing 
the  amount  of  an  inventory  taken  four  months  prior  to  the  fire? 

Solution.  Apply  the  gross-profit  method,  determining  from  the  records 
of  prior  periods  the  probable  rate  of  gross  profit  on  sales  for  the  four 
months  since  the  last  inventory.  Divide  the  sales  for  the  four  months 
by  100%  plus  the  estimated  rate  of  gross  profit  on  sales.  The  quotient  is 
the  estimated  cost  of  goods  sold  during  the  four  months.  Add  the  inven- 
tory shown  on  the  books  and  the  purchases  for  the  period  up  to  the  fire. 
Deduct  the  estimated  cost  of  goods  sold.  The  remainder  is  the  estimated 
inventory  at  the  date  of  the  fire. 


Certified  Public  Accountants  of  Massachusetts,  Inc. 

At  the  annual  meeting  of  the  Certified  Public  Accountants  of 
Massachusetts,  Inc.,  held  May  11,  1921,  the  following  officers  were 
elected  for  the  ensuing  year:  George  Lyall,  president;  Hollis  H. 
Sawyer,  vice-president;  Frederic  Bond  Cherrington,  secretary;  Gerald 
Wyman,  treasurer. 

The  foregoing  officers,  together  with  Robert  Douglas,  Stanley 
G.  H.  Fitch  and  Homer  N.  Sweet,  comprise  the  executive  committee. 
J.  Chester  Crandell  was  elected  auditor. 


M.  R.  Weiser  &  Co.  announce  the  removal  of  their  offices  to  507 
Fifth  avenue,  New  York. 

Shapiro  &  Shapiro  announce  the  removal  of  their  offices   to  165 
Broadway,  New  York. 

Louis  Rosenberg  announces  the  removal  of  his  offices  to  150  Nas- 
sau street,  New  York. 

Earl   S.    Clark    &    Co.    announce   the   removal    of   their    office    to 
National  City  building,  Madison  avenue  and  42nd  street,  New  York 


Rothman  &  Moses  announce  the  removal  of  their  offices  to  152 
west  42nd  street,  New  York. 


Klein,  Hinds  &  Finke  announce  the  opening  of  a  branch  office  at 
36  State  street,  Albany,  New  York. 
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Why  Not  Lessen  the  Evils  of 
Present  Taxation? 

By  ELIJAH  W.  SELLS 

Taxes  we  have  eternally  with  us.  They  are  the  price  we  pay 
for  civilization,  organization,  government.  They  began  under  the 
regime  of  Moses,  starting  with  a  ten  per  cent,  income  tax  called 
"tithes."  Taxation  in  some  form  has  never  left  the  earth  since 
that  time. 

While  much  has  been  written  and  said  upon  the  subject  of 
taxation  and  possible  revision,  it  is  still  far  from  settled  and  there 
is  apparently  room  for  discussion. 

Public  accountants  are  peculiarly  fitted  to  pass  judgment  on 
the  subject  of  taxation.  They  touch  every  phase  and  problem  of 
business  in  some  way  and  are  also  familiar  with  the  affairs  of 
government,  federal,  state  and  municipal.  They  perceive,  at  close 
range,  the  effect  of  taxation  on  business  and  the  great  disturbance 
which  it  causes.  Better  than  any  other  class  do  they  know  the 
superior  excellence,  economy  and  efficiency  of  the  management  of 
business  as  compared  with  that  of  government  and  the  far-reach- 
ing meritorious  effect  of  business  upon  all  interests. 

The  practice  of  my  own  firm  has  taken  us  during  the  past  year 
into  the  affairs  of  several  thousand  concerns,  and  much  of  our 
work  has  involved  tax  problems  from  so  many  angles  that  it  has 
forced  on  us  conclusions  as  to  present  methods  and  needs.  This 
is  typical  of  all  practising  public  accountants. 

To  run  the  government  of  a  nation,  state  or  city  requires 
money,  and  the  bulk  of  that  money  can  come  only  through  tax- 
ation. The  greater  the  amount  of  funds  required  the  greater  the 
amount  that  must  be  furnished  by  the  people.  This  we  accept  as 
self-evident,  natural,  inevitable.  But  we  have  a  right  to  demand, 
and  a  duty  to  make  our  demand  vigorous  and  insistent,  that  the 
basis  of  that  taxation  be  wisely  considered,  fair  and  equitable, 
aimed  at  no  one  class,  the  tax  widely  distributed  and  arranged  so 
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that  it  fulfils  its  purpose  with  the  minimum  disturbance  of  busi- 
ness and  the  welfare  of  the  individual. 

The  present  federal  income  tax,  with  its  surtax  for  individuals 
and  its  excess-profits  tax  for  corporations,  is  flagrantly  unfair, 
inequitable  and  fulfils  its  purpose  with  the  maximum  disturbance 
of  business  and  of  the  welfare  of  the  individual.  During  the  war 
loyal  citizens  faced  it  cheerfully,  accepting  its  discrimination  and 
injustice  as  a  minor  matter  in  the  dark  shadows  of  a  world 
tragedy.  They  took  it  as  but  another  of  the  necessary  evils  of  war. 
But  they  are  now  rightly  and  insistently  registering  their  protest 
against  its  continuance,  with  its  bad  features  unchanged,  as  an 
unnecessary  evil  in  time  of  peace  and  as  disturbing,  disheartening 
and  destructive  to  business  activity  and  enterprise. 

Business  is  the  very  life-blood  of  the  nation.  It  employs  labor, 
pays  its  bills,  adds  to  the  wealth  and  influence  of  the  country, 
and  keeps  money  in  circulation.  Whatever  drains  business  of  its 
resources  dulls  its  initiative,  saps  its  vitality  and  holds  the  nation 
back  from  reconstruction  and  sane,  normal  progress.  The  govern- 
ment's just  need  of  money  does  not  essentially  make  right  its 
method  of  getting  it. 

The  present  income  tax  and  its  twin  incumbrances,  the  surtax 
and  the  excess-profits  tax,  are  wrong  because  they  cripple  un- 
naturally individual  and  corporate  enterprise  and  activity  at  the 
very  hour  when  they  are  most  needed.  When  a  patient  is  slowly 
convalescing  from  the  severe  shock  of  a  long,  hard,  weakening 
illness  in  which  he  may  have  lost  much  blood,  it  is  not  an  auspi- 
cious time  to  bleed  him  further.  This  is  precisely  what  is  being 
done  to  business  by  the  government  in  the  name  of  taxes. 

Since  we  entered  the  war,  we  have  heard  constantly  of  thrift. 
It  has  been  dinned  into  our  ears  by  thousands  of  speakers,  has 
been  flaunted  at  us  in  our  morning  papers  and  has  been  relent- 
lessly bill-boarded  and  placarded  into  our  consciousness  as  one 
of  the  supreme  duties  of  life.  As  a  war  measure  it  was  a  needed 
and  inspiring  call.  Thrift  was  a  supreme  duty  then.  It  is  a  great 
duty  now  and  always. 

There  are  two  phases  of  thrift  that  must  be  printed  in  red 
letters  for  congress  to  read  in  relation  to  our  taxes.  Let  the  gov- 
ernment to-day,  no  matter  what  it  did  during  the  war,  practise 
the  thrift  it  preached  to  the  people.  Let  it  take  its  own  medicine, 
eliminate  the  waste,  the  extravagance,  the  reckless  administration, 
the  appalling  expenditures  in  bills  which  appeal  to  certain  classes 
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and  which  have  in  them  more  practical  politics  than  practical 
patriotism.  Let  congress  realize  that  even  a  billion  dollars  is  worth 
saving  and  exercise  some  of  this  thrift.  Such  a  course  would 
reduce  the  demands  of  the  tax,  put  us  in  a  better  position  to  pay 
what  we  have  to  pay  and  make  the  paying  easier.  The  other  pres- 
ent lesson  in  thrift  is  for  the  government  to  learn  to  save  the 
business  of  the  nation  instead  of  losing  it  by  sapping  its  substance 
— save  business  so  that  business  may  save  enough  to  pay  its  taxes. 
The  individual  is  encouraged  to  be  thrifty;  to  "lay  something  up 
for  a  rainy  day."  A  corporation  should  do  the  same,  since  a  good 
year  may  precede  one  or  more  bad  ones,  and  the  accumulated  re- 
serve may  be  needed  to  make  up  the  deficit  of  the  poorer  ones. 
But,  most  of  all,  business  should  save  for  its  rehabilitation  and 
further  expansion. 

The  iniquitous  excess-profits  tax  and  surtaxes  are  uneconomic 
in  that  they  stimulate  extravagance  and  reckless  expenditures  in 
many  ways  instead  of  inspiring  thrift.  Many  businesses  have  used 
advertising  space  beyond  their  real  needs,  have  been  willing  to 
pay  unnecessarily  high  prices  for  labor  and  have  plunged  into 
expenses  that  ordinary  business  wisdom  would  not  sanction  under 
normal  conditions,  thereby  intensifying  an  already  abnormal  con- 
dition. Taxes  are  responsible  for  these  extravagances. 

The  government  loan  organization  is  advertising  for  the 
legion  of  dollar  savers  (a  squad  in  every  home)  to  invest  their 
savings  in  the  future  of  the  United  States  of  America  and  says : 
"Business  will  boom  and  factories  reopen — but  more  money  will 
be  needed  to  enable  the  wheels  of  industry  and  commerce  to  turn 
at  full  speed.  *  *  *  Dollars  invested  through  this  channel 
will  ultimately  promote  business  enterprise  and  provide  employ- 
ment for  all." 

While  these  few  dollars  saved  and  added  to  business  are  de- 
sirable, it  is  more  essential  to  conserve  and  protect  the  billions  of 
dollars  that  are  now  in  business.  The  government  should  recog- 
nize the  rights  of  the  large  interests  not  as  against  those  less  pros- 
perous, but  in  order  that  there  may  be  cooperation  between  them 
in  the  resuscitation  of  business  and  the  promotion  of  its  further 
progress. 

Fostering  the  interests  of  those  who  have  billions  now  invested 
in  business  will  "promote  business  enterprise  and  provide  employ- 
ment for  all"  with  greater  rapidity  than  can  be  hoped  to  be  ac- 
complished by  the  government's  invitation  to  the  "legion  of  dollar 
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savers"  to  subscribe  dollars  in  small  quantities,  commendable  as 
that  may  be. 

Moreover,  those  of  the  legion  of  dollar  savers  who  have  the 
requisite  character  and  capacity  will,  if  they  respond  to  the  gov- 
ernment's call,  soon  find  themselves  in  the  same  position  as  the 
large  investors  to-day,  because  the  small  investors  are  in  exactly 
the  same  position  to-day  as  were  the  large  investors  only  a  few 
years  ago. 

During  the  last  two  years  millions  have  been  withdrawn  from 
business  by  those  in  the  higher  groups  of  profits  and  disposed  of 
among  those  less  successful,  in  such  instalments  as  to  keep  the 
latter  out  of  the  high  brackets  of  profits  and  make  the  tax  result- 
ing less  than  they  receive  in  cash  distribution.  So  much  of  the 
value  of  these  interests  as  could  be  paid  for  in  cash  has  been  rein- 
vested in  non-taxable  municipal,  state  and  county  bonds.  There 
have  also  been  millions  in  securities,  belonging  to  those  having 
large  holdings,  disposed  of  and  the  proceeds  likewise  reinvested 
in  non-taxable  bonds.  The  aggregate  of  these  processes  makes  an 
enormous  drain  upon  business  resources.  But  there  are  other  evils. 
Investment  in  the  non-taxable  bonds  has  encouraged  extrava- 
gances in  municipal,  state  and  county  expenditures  with  increasing 
debts  and  high  interest  for  the  future.  This  has  brought  about 
high  prices  for  labor  and  materials  and  has  had  a  tendency  to  in- 
terfere with  needed  housing  operations  at  reasonable  prices. 

In  many  cases  those  having  large  invested  interests  have  actu- 
ally given  away  millions  to  members  of  their  families  and  others 
in  order  that  the  aggregate  of  the  taxation  for  the  estate  may  be 
lessened. 

The  law  defeats  its  very  purpose  by  causing  a  decline  in  ex- 
cess-profits and  surtaxes  from  these  various  sources. 

Note  an  example  of  the  cramping  and  paralyzing  effect  of  this 
taxation.  If  a  partnership  undertakes  to  save  one-half  of  its  year's 
profits  for  the  capital  necessary  to  take  care  of  its  future  needs 
and  expansion,  and  one  member's  share  of  the  profits  amounts  to 
a  quarter  of  a  million  dollars,  he  will  at  the  present  rate  have  to 
obtain  outside  of  his  business  $1,670  in  order  to  pay  his  federal 
income  tax  and  surtax  amounting  to  $126,670.  Thus  he  would 
have  to  pay  more  than  he  actually  received  in  money  out  of  the 
business,  to  say  nothing  of  providing  for  his  state  income  tax, 
his  real-estate  tax,  if  he  is  fortunate  enough  to  own  his  own  home, 
or  other  taxable  property  and  all  the  expenses  incidental  to  do- 
mestic and  other  needs. 
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This  is  typical  of  countless  other  instances  of  the  injustice  and 
the  inequity  of  the  present  taxation.  It  is  an  un-American  tax  and 
does  not  fit  in  with  the  spirit  or  needs  of  our  people.  It  was 
modeled  on  the  income  tax  of  Europe  where  conditions  were  dif- 
ferent from  those  of  this  country  at  the  time  of  its  enactment.  In 
Europe  were  many  large  entailed  estates,  the  heirs  to  which  had 
little  or  no  relation  to  business,  while  in  this  country  both  the 
money  and  those  who  inherit  it  or  make  it  are  actively  engaged 
in  business.  In  Europe  the  income  tax  does  little  harm  and  is  but 
a  slight  disturbing  factor.  The  British  government  developed  ar 
plan  of  taxation  on  the  average  of  three  years'  income,  which  is 
a  better  basis  for  establishing  a  nearer  approach  to  equilibrium 
in  government  revenue.  In  America  the  income  tax  does  more 
harm  with  less  justification  for  its  being.  But  this  income  tax  is 
with  us  and  is  likely  to  remain.  We  must  accept  its  bad  principles 
but  modify  its  terms. 

What  should  be  done  and  without  delay  is  threefold — first: 
eliminate  the  surtax  and  the  excess-profits  tax ;  second :  reduce  the 
present  income-tax  rate ;  third :  provide  in  their  place  a  new  tax 
which  will  yield  the  needed  revenue  with  the  least  possible  dis- 
turbance of  business,  whether  corporate,  partnership  or  individual. 

A  tax  that  would  apply  only  upon  sales  to  the  consumer  and 
would  not  be  made  on  sales  of  raw  materials,  partly  manufactured 
articles  sold  to  manufacturers  or  on  products  sold  to  jobbers  for 
resale,  would  be  just  and  equitable. 

The  tax  on  consumption  to  be  paid  by  the  consumer  should 
be  a  uniform  rate  for  each  of  the  various  lines  or  grades,  starting 
with  a  small  per  cent,  on  necessities  and  articles  in  common  use 
and  graded  up  to  a  high  rate  for  luxuries.  With  no  serious  dis- 
turbance to  any  business,  it  would  produce  billions  annually  for 
the  government's  needs.  The  term  consumption,  as  applied  to 
taxation,  should  be  construed  in  its  largest  meaning  and  its 
widest  applications. 

This  form  of  taxation  would  have  many  advantages: 

(1)  It  would  give  wider  distribution,  so  that  all  classes  would 
pay  and  being  in  small  amounts  would  not  be  a  drain  on  the 
finances  of  any. 

(2)  Being  paid  at  the  time  of  sale,  the  likelihood  of  tax 
evasion  would  be  lessened  and  as  a  "pay-as-you-buy"  tax  would 
be  paid  in  trifling  sums  as  a  finality,  instead  of  being  massed  as 
a  large  amount  to  be  paid  later. 
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(3)  It  would  tend  to  stabilize  prices  to  the  consumer  and 
eliminate  excessive  profits  that  in  many  cases  are  intended  to  an- 
ticipate undetermined  taxes.   There  would  be  no  incentive  for  the 
dealer  to  avoid  payment  as  it  would  be  collected  from  others  and 
held  apart  for  that  purpose. 

(4)  It  would  be  a  genuine  encouragement  to  economy  and 
thrift  because  the  bulk  of  the  taxes  would  fall  upon  expenditures 
and  not  upon  profits  that  are  accumulated.    It  would  place  no 
limits  nor  detriments  to  what  an  individual,  partnership  or  corpo- 
ration might  make  or  save. 

(5)  Taxation  on  spending,  not  on  earning,  applied  in  large 
measures  and  distributed  against  all  who  make  expenditures,  would 
be  logical,  safe  and  equitable.    It  would  give  the  individual  the 
largest  measure  of  freedom  in  his  financial  affairs. 

(6)  It  would  be  a  simple  form  and  relatively  easy  of  admin- 
istration.   It  would   be  computed    mostly    by    business    houses 
equipped  to  keep  records  and  perform  this  service  economically 
and  efficiently.   The  stamp-tax  plan  could  be  applied  to  the  small 
businesses. 

Taxation  based  upon  consumption  with  varying  rates,  from 
the  minimum  for  the  necessities  to  the  maximum  for  the  luxuries, 
is  not  unlike  the  principle  applied  to  the  tariff  which  this  govern- 
ment adopted  at  the  beginning  and  has  continued  to  the  present 
time,  varying  only  as  party  politics  made  the  rate  high  or  low. 

We  must  recognize  that  our  government  is  going  on  for  many 
years  to  come  expending  billions  for  civil  operations  and  arma- 
ment, part  of  which  may  be  needless  and  unwise,  in  addition  to 
the  interest  on  war  debts  and  their  ultimate  redemption.  The 
American  people  must  see  the  problem  of  raising  revenue  by  tax- 
ation with  broad,  clear  vision  and  with  practical,  not  theoretical, 
knowledge  of  business  and  its  needs.  A  congress  which  ignores 
the  needs  of  business  invites  further  industrial  calamity  and  eco- 
nomic discord  that  is  far-reaching.  Just  as  surely  as  discrimina- 
tion against  small  incomes  is  reprehensible  so  is  that  against  large 
incomes.  What  is  needed  is  not  favoritism  to  either,  but  justice  to 
both.  The  interests  of  business  and  the  interests  of  the  country 
generally  are  identical.  The  prosperity  of  the  one  means  the  pros- 
perity of  the  other.  Any  injustice  or  other  cause  which  hampers 
business  affects  adversely  the  whole  country  and  all  the  people. 
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Virginia-West  Virginia  Debt  Dispute 

A  BRIEF  REVIEW  OF  A  CELEBRATED  STATE 
DEBT  CONTROVERSY 

By  ARTHUR  G.  POTTER 

It  is  not  generally  known  that  the  majority  of  people  of  the 
state  of  Virginia  wanted  to  abolish  slavery  long  before  it  became 
the  issue  which  resulted  in  the  civil  war  and  the  subject  was  dis- 
cussed repeatedly  in  the  general  assembly  prior  to  1861.  The 
difficulty  was  that  no  way  could  be  found  to  accomplish  the 
desired  result  without  destruction  of  property  rights.  Huge  sums 
were  invested  in  slaves  and  the  very  life  of  the  industries  of  the 
state  would  be  imperiled  by  the  abolition  of  the  institution.  That 
slavery  would  have  been  abolished  in  time  cannot  be  denied,  as 
the  house  and  senate  came  very  near  to  an  affirmative  vote  on 
several  occasions. 

Virginia  felt  that  in  the  abolition  of  slavery  by  the  federal 
government  her  rights  were  being  encroached  upon  and  after  some 
hesitation  she  joined  the  other  southern  states  in  secession  on 
April  17,  1861. 

The  people  of  the  western  counties  were  out  of  sympathy  with 
this  course  and  in  August,  1861,  in  a  convention  held  at  Wheeling 
the  "Restored  State  of  Virginia"  was  established.  This  govern- 
ment was  short  lived  but  it  formed,  while  it  lasted,  an  agency  of 
representation.  Presently  the  idea  of  a  new  state  gained  strength 
and  the  name  "State  of  Kanawha"  was  proposed,  this  being  dis- 
carded, however,  for  the  name  "West  Virginia." 

On  December  31,  1862,  the  37th  congress  passed  an  act  pro- 
viding for  admittance  of  the  new  state  formed  in  pursuance  of 
the  ordinances  passed  by  the  Wheeling  convention  and  on  April 
20,  1863,  West  Virginia  was  admitted  to  the  union  on  procla- 
mation of  President  Lincoln  that  certain  conditions  relating  to 
the  proposed  state  constitution  with  respect  to  the  liberation  of 
slaves  had  been  observed. 

The  Wheeling  convention  fixed  the  conditions  on  which  ad- 
mission to  the  union  of  states  was  to  be  based  and  these  conditions 
were  written  into  the  constitution  of  the  new  state  when  it  was 
admitted  to  the  union.  The  provision  of  the  ordinance  adopted  at 
the  Wheeling  convention  with  which  this  historical  sketch  has  to 
do  is  section  9,  in  part  as  follows : 
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The  new  state  shall  take  upon  itself  a  just  proportion  of 
the  debt  of  the  commonwealth  of  Virginia  prior  to  the  first 
day  of  January,  1861,  to  be  ascertained  by  charging  to  it  all 
the  state  expenditures  within  the  limits  thereof,  and  a  just 
proportion  of  the  ordinary  expenses  of  the  state  government 
since  any  part  of  said  debt  was  contracted,  and  deducting 
therefrom  the  moneys  paid  into  the  treasury  of  the  common- 
wealth from  the  counties  included  within  the  new  state  dur- 
ing said  period.  *  *  * 

This  by  usage  has  come  to  be  known  as  the  "Wheeling  ordi- 
nance." 

Subsequent  to  the  civil  war  West  Virginia  was  appealed  to 
repeatedly  by  Virginia  to  liquidate  the  obligation  voluntarily  taken 
upon  herself,  but  she  ignored  all  advances  until  at  the  October, 
1907,  term  of  the  United  States  supreme  court  a  decree  of  refer- 
ence was  handed  down  ordering  the  cause  to  be  referred  to  a 
special  master,  who  was  instructed  to  ascertain  certain  facts  and 
report  them  to  the  court.  Subsequent  orders  were  issued  and  the 
form  of  the  account  to  be  taken  was  prescribed  by  the  decree  of 
May  4,  1908,  which  comprehended  the  account  proposed  by 
section  9  of  the  Wheeling  ordinance  and  other  pertinent  facts. 

The  Wheeling  ordinance  seems  at  first  reading  to  be  a  pretty 
well  drawn  instrument.  It  states  or  attempts  to  state  a  method  by 
which  a  certain  sum  shall  be  ascertained,  indicating  three  separate 
accounts  which,  when  combined,  will  give  a  certain  result,  to  wit : 

Charge  the  new  state — 

1.  With  all  state  expenditures  within  the  limit  of  the  new 

state. 

2.  With  a  just  proportion  of  the  ordinary  expenses  of  the 

state  government. 
Credit  the  new  state — 

3.  With  all  the  moneys  (taxes,  etc.)  paid  by  the  counties 

within  the  limit  of  the  new  state. 

The  result  of  an  account  so  stated  was  expected  to  be  a  "just 
proportion"  of  the  debt  of  Virginia  at  December  31,  1860,  charge- 
able to  the  new  state  and  to  be  assumed  by  her  as  her  debt. 

But  many  difficulties  arose.  "Since  any  part  of  the  said  debt 
was  contracted"  required  that  the  debt  itself  should  be  stated  and 
the  exact  date  at  which  it  started  be  ascertained.  "All  the  state 
expenditures  within  the  limits  thereof"  required  the  allocation  of 
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all  state  expenditures  to  determine  those  expenditures  in  the 
counties  of  the  new  state.  "A  just  proportion  of  the  ordinary 
expenses"  required  two  things,  viz.,  the  determination  of  what  is 
a  "just  proportion"  and  what  constitutes  "ordinary  expenses"  of 
a  state  government.  And  finally,  "the  moneys  paid  into  the  treas- 
ury of  the  commonwealth  from  the  counties"  raises  a  number  of 
fine  distinctions. 

The  supreme  court,  sensing  these  difficulties,  instructed  the 
master  to  ascertain  and  report  to  the  court  the  following: 

1.  The  amount  of  the  public  debt  of  the  commonwealth  of 
Virginia  on  the  first  day  of  January,  1861,  stating  specifically  how 
and  in  what  form  it  was  evidenced,  by  what  authority  of  law  and 
for  what  purposes  it  was  created  and  the  dates  and  nature  of  the 
bonds  or  other  evidence  of  said  indebtedness. 

2.  The  extent  and  assessed  valuation    of    the    territory    of 
Virginia  and  of  West  Virginia,  June  20,  1863,  and  the  population 
thereof,  with  and  without  slaves,  separately. 

3.  All  expenditures  made  by  the  commonwealth  of  Virginia 
within  the  territory  now  constituting  the  state  of  West  Virginia 
since  any  part  of  the  debt  was  contracted. 

4.  Such  proportion  of  the  ordinary  expenses  of  the  govern- 
ment of  Virginia  since  any  of  said  debt  was  contracted  as  was 
properly  assignable  to  the  counties  which  were  created  into  the 
state  of  West  Virginia,  on  the  basis  of  the  average  total  popula- 
tion of  Virginia,  with  and  without  slaves,  as  shown  by  the  census 
of  the  United  States. 

5.  And  also  on  the  basis  of  the  fair  estimated  valuation  of  the 
property,  real  and  personal,  by  counties,  of  the  state  of  Virginia. 

6.  All  moneys  paid  into  the  treasury  of  the  commonwealth 
from  the  counties  included  within  the  state  of  West  Virginia  dur- 
ing the  period  prior  to  the  admission  of  the  latter  state  into  the 
union. 

7.  The  amount  and  value  of  all  money,  property,  stocks  and 
credits  which  West  Virginia  received  from  the  commonwealth  of 
Virginia,  not  embraced  in  any  of  the  preceding  items  and  not 
including  any  property,  stocks  or  credits  which  were  obtained  or 
acquired  by  the  commonwealth  after  the  date  of  the  organization 
of  the  restored  government  of  Virginia,  together  with  the  nature 
and  description  thereof. 

The  accountants  for  Virginia  early  in  February,  1908,  made  a 
preliminary  examination  and  proposed  to  the  accountants  for  West 
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Virginia  that  the  work  should  be  done  jointly  as  the  information 
required  by  the  court  was  all  a  matter  of  record  and  there  could 
be  no  dispute  as  to  the  figures.  This  cooperation  was  refused  by 
the  attorneys  representing  West  Virginia  and  the  two  forces  of 
accountants  proceeded  to  prepare  identical  sets  of  accounts. 

At  this  point  a  slight  digression  will  be  made  in  general  ex- 
planation of  Virginia's  debt.  In  1816  the  James  river  canal  be- 
came more  or  less  of  a  public  enterprise,  but  it  was  not  until  1823 
that  the  state  became  a  substantial  factor  in  its  development. 
Thereafter  until  the  advent  of  steam  railroads  it  seemed  to  be  the 
central  figure  in  the  internal  improvement  plan  of  the  state.  It 
was  proposed  to  make  a  great  waterway  from  Chesapeake  bay 
across  the  state  to  the  Ohio  river,  tunneling  the  Alleghanies  and 
raising  the  water  to  the  upper  levels  by  steam  pumps.  The  streams 
on  the  western  side  of  the  mountains,  the  Greenbriar,  the  New 
and  the  Kanawha  were  to  be  harnessed  and  made  the  avenue  of 
traffic  for  the  products  of  the  west  which  were  then  coming  over 
the  mountains  in  ox  trains  to  the  end  of  the  old  James  river  canal 
in  the  valley,  and  for  the  transportation  of  cotton,  tobacco  and 
manufactured  goods  westward. 

This  was  a  more  ambitious  enterprise,  considering  the  finances 
of  the  state,  than  the  construction  of  the  Panama  canal  was  for 
the  United  States.  In  addition  to  this  vast  enterprise  a  net-work 
of  turnpikes  was  being  constructed  all  over  the  state  in  which  the 
state  invested  her  money  along  with  private  individuals,  the  usual 
vehicle  being  an  incorporated  company,  the  state  issuing  her  bonds 
or  "state  stock,"  as  it  was  called,  in  exchange  for  the  stock  of  the 
company.  There  were  also  waterways,  improvements,  banks  and 
later  railroads,  most  of  them  on  the  same  plan  as  the  turnpikes. 
The  state  undertook  some  construction  projects  on  her  own  ac- 
count, such  as  the  Northwestern  turnpike  and  the  Covington  & 
Ohio  railroad,  now  known  as  the  Chesapeake  &  Ohio. 

Taking  the  seven  requirements  of  the  court's  order  of  refer- 
ence seriatim,  a  few  comments  will  be  made  regarding  each. 

A  glance  at  the  statement  of  the  debt  at  December  31,  1860, 
prepared  by  and  finally  agreed  to  by  the  accountants  for  the  liti- 
gants in  response  to  paragraph  1  of  the  decree  of  reference,  shows 
93  separate  loans,  $2,272,404.50  at  5  per  cent,  and  $33,208,583.96 
at  6  per  cent.,  with  accrued  interest  of  $1,053,067.63,  making  the 
total  $36,534,056.09.  Exception  was  taken,  however,  by  West 
Virginia  to  $3,614,192.16,  being  state  bonds  held  by  the  literary 
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and  sinking  funds  and  the  board  of  public  works  and  all  of  the 
interest  from  July  1,  1860,  to  December  31,  1860. 

These  loans  went  by  the  name  of  the  enterprise  in  the  interest 
of  which  each  was  made,  down  to  No.  88,  March  22,  1850,  and 
thereafter  they  were  referred  to  by  number.  For  instance — 

No.    2— James  River  Co.  Feb.  24, 1823 

12— Rappahannock  Co.  Mar.    4, 1836 
3? — Lynchburg  &  Buffalo  Springs 

Turnpike  Co.  Mar.  14, 1839 

56— Little  Stone  Gap  Road  Mar.    7, 1848 

81— Virginia  &  Tennessee  R.  R.  Co.  Mar.    6, 1849 

The  records  were  very  complete  and  in  an  excellent  state  of 
preservation.  The  bond  registers  and  other  books  were  made  of 
the  best  linen  paper,  the  binding  for  the  most  part  the  work  of 
skilled  craftsmen  and  the  written  record  therein  was  done  in  India 
ink  in  most  beautiful  penmanship  with  quill  pens  down  to  the 
more  recent  of  the  volumes.  Records  so  well  kept,  so  accurate 
and  so  satisfying  to  the  eye  of  the  accountant  have  never  been  met 
with  elsewhere  by  the  writer. 

The  requirement  under  paragraph  2  of  the  decree  of  reference 
was  not  a  difficult  matter  to  ascertain,  the  information  being  found 
in  published  reports  of  the  state.  The  only  interesting  feature  of 
this  requirement  was  that  the  population  should  be  stated  with  and 
without  slaves.  The  slaves  as  of  June  20,  1863,  were  estimated  at 
492,492.  A  great  many  of  them  had  by  this  time  been  liberated 
or  run  away. 

Under  the  third  requirement  separate  schedules  were  intro- 
duced covering  the  construction  by  the  state  of  bridges,  railroads, 
turnpikes  and  miscellaneous  improvements  and  the  subscription 
to  the  stock  of  various  companies  covering  the  same  sort  of  im- 
provements and  in  addition  the  subscription  to  the  stock  of  cer- 
tain banks.  The  accountants  for  Virginia  found  that  over  5^ 
millions  had  been  spent  within  the  counties  wholly  embraced 
within  the  new  state  of  West  Virginia.  The  accountants  for  West 
Virginia  conceded  only  1^  millions,  a  difference  of  over  4  mil- 
lions. This  difference  consisted  for  a  large  part  in  all  the  sub- 
scriptions to  the  capital  stock  of  the  companies,  West  Virginia 
taking  the  position  that  this  money  was  invested  in  stocks  and  that 
the  old  state  of  Virginia  retained  these  stocks.  One  and  one- third 
millions  of  the  difference  between  the  amounts  claimed  by  the 
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plaintiff  and  admitted  by  the  defendant  consisted  of  railroad  con- 
struction. The  defendant  claimed  that  Virginia  kept  the  property. 
The  halance  of  the  disputed  amount  was  due  largely  to  the  differ- 
ence of  opinion  as  to  the  cost  of  interstate  improvements.  That 
is  to  say,  it  was  somewhat  difficult  to  determine  the  exact  cost  of 
construction  in  West  Virginia  of  a  turnpike  road  starting  in  Vir- 
ginia and  terminating  in  West  Virginia,  and  Virginia's  account- 
ants adopted  the  expedient  of  localizing  the  expenses  where  the 
road  crossed  the  border  of  the  two  states,  where  the  records  were 
sufficiently  in  detail  to  permit  it,  to  sections  and  dividing  the  total 
cost  of  these  interstate  sections  on  the  basis  of  the  mileage  in  each 
state.  This  method  was  not  exactly  accurate  but  it  was  thought 
it  would  bring  as  fair  a  division  of  the  cost  of  the  construction  as 
it  was  possible  to  get. 

In  the  case  of  the  Covington  &  Ohio  railroad,  however,  this 
plan  was  not  followed  because  the  construction  of  the  section 
which  crossed  the  line  included  a  tunnel,  the  two  approaches  to 
which  were  over  entirely  different  character  of  country.  The  ap- 
proach on  the  eastern  side  of  the  mountain  was  gradual  and  the 
tunnel  was  through  solid  rock.  The  approach  on  the  western  side 
of  the  mountains  was  precipitous  and  part  of  the  tunnel  had  to 
be  driven  through  shale,  requiring  the  construction  of  brick  re- 
taining walls.  These  facts  were  taken  into  consideration  in  de- 
termining the  fair  estimate  of  the  cost  of  the  section  lying  partly 
in  Virginia  and  partly  in  West  Virginia. 

Under  the  fourth  requirement  of  the  decree  of  reference  there 
was  a  wide  difference  of  opinion  between  the  accountants  as  to 
what  constituted  ordinary  expenses  of  government.  The  joint 
exhibit  prepared  and  presented  showed  that  plaintiff's  claim  was 
$37,794,211.81  for  the  ordinary  expenses  of  government  from 
March  18,  1823,  to  December  31,  1860.  The  defendant  conceded 
$18,207,684.29  and  contested  the  difference  of  $19,586,526.89.  The 
largest  item  in  this  amount  consisted  of  interest  on  the  public  debt, 
treasury  notes,  temporary  loans  and  an  old  military  debt  of  1814, 
amounting  in  all  to  over  18  millions.  The  balance  of  the  sum  con- 
tested embraced  expenses  connected  with  tobacco  receipts,  consti- 
tutional conventions,  slaves  transported  and  executed,  cost  of  new 
buildings  and  other  improvements  and  calling  out  the  militia,  etc. 

Virginia  divided  the  ordinary  expenses  of  government  between 
the  two  states  by  decades,  making  the  division  on  a  basis  of  popu- 
lation, with  and  without  slaves.  The  census  was  taken  at  ten- 
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year  periods  from  1820  to  1860  and  the  expenses  for  these  periods 
were  divided  between  the  two  territories  on  the  basis  of  the  then 
population,  with  and  without  slaves.  The  defendant  agreed  to  the 
calculations  but  objected  both  to  the  method  adopted  and  to  the 
division  so  obtained. 

The  calculation  under  paragraph  5  in  the  decree  followed  that 
in  4,  the  ordinary  expenses  being  apportioned  on  the  fair  estimated 
valuation  of  the  property,  real  and  personal.  The  figures  showing 
the  comparison  between  the  valuations  of  the  two  states  are  of 
sufficient  interest  to  be  shown,  as  follows : 

The  assessed  valuation  of  real  estate  from  the  latest  accessible 
rolls  prior  to  the  formation  of  the  new  state  showed  in  round  sums 

Virginia    $296,000,000.00 

West  Virginia  82,000,000.00 

The  assessed  valuation  of  slaves  was 

Virginia    $251,000,000.00 

West  Virginia   6,000,000.00 

The  assessed  valuation  of  other  personal  property  was 

Virginia    $153,000,000.00 

West  Virginia 25,000,000.00 

The  one  item  that  is  of  special  interest  to  us  at  this  time  is  the 
following  because  it  shows  that  prior  to  the  civil  war  Virginia  had 
an  income  tax.  The  total  amount  of  income  on  which  tax  was 
levied  was 

Virginia $11,000,000.00 

West  Virginia   299,000.00 

This  gave  a  total  of  710  million  for  Virginia  and  113  million 
for  West  Virginia.  The  division  of  the  ordinary  expenses  based 
on  these  figures  was  a  mere  matter  of  arithmetic  and  need  not  be 
shown.  The  schedules  prepared  were  quite  voluminous  and  several 
alternate  methods  of  distribution  were  presented  with  schedules 
prepared  from  census  returns  showing  slaves  and  other  personal 
property  in  all  the  counties  separately  for  both  states. 

Under  the  6th  requirement  a  dispute  arose  as  to  what  moneys 
were  meant  in  the  Wheeling  ordinance.  The  defendant  claimed  7 
million  plus  and  the  plaintiff  admitted  just  short  of  6  million,  there 
being  slightly  over  a  million  difference.  By  far  the  largest  and 
most  important  item  in  this  sum  was  over  800  thousand  of  divi- 
dends received  by  the  state  of  Virginia  from  banks  in  West  Vir- 
ginia counties  in  which  it  owned  stock  and  also  quite  a  large  sum 
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received  from  the  excess  tolls  from  the  Northwestern  turnpike  and 
other  state  roads. 

Under  the  7th  requirement  the  plaintiff  presented  a  schedule 
showing  that  the  only  moneys  which  West  Virginia  received  from 
the  commonwealth  of  Virginia  were  funds  which,  upon  the  for- 
mation of  the  restored  state  were  transferred  from  the  credit  of 
the  treasury  of  the  commonwealth  of  Virginia  in  West  Virginia 
banks  to  the  treasury  of  the  restored  state  as  the  predecessor  to 
the  new  state  of  West  Virginia.  If  the  restored  state  or  the  state 
of  West  Virginia  received  any  other  property  or  credits,  the 
records,  which  were  quite  fragmentary,  were  silent. 

In  his  report  to  the  supreme  court  of  March  17,  1910,  the  spe- 
cial master,  the  late  Hon.  Chas.  E.  Littlefield,  reported 

1.  That  the  public  debt  of  the  commonwealth  of 

Virginia  was  $33,897,073.82 

Principal   $32,919,863.93 

Interest   977,209.89 

2.  That  the  extent  and  assessed  valuation  of  the  territory  was 
as  agreed  to  by  the  litigants. 

3.  That  there  was  expended  within  the  counties  now  forming 
West  Virginia  the  sum  of  $2,811,559.89,  which  includes  the 
Covington  &  Ohio  railroad  and  certain  other  disputed  items. 
The  master  excluded  all  money  invested  in  the  stock  of 
incorporated  companies  engaged  in  internal  improvement 
enterprises. 

4.  That  the  ordinary  expenses  of  government  amounted  to 
$40,274,896.70,  which  included  the  interest  on  the  public 
debt  and  most  of  the  other  contested  items.    The  excess  is 
largely  accounted   for  by  an  additional  allowance  by  the 
master  of  over  two  millions  for  primary  schools  taken  up 
by  the  plaintiff  in  3. 

The  master  adopted  the  plaintiff's  method  of  apportion- 
ment and  divided  the  above  ordinary  expenses  on  the  two 
bases  required  by  the  decree  of  reference,  viz. : 

Population  with  slaves         Virginia  81.3718% 

West  Virginia  18.6282% 

Population  without  slaves :  Virginia  73.3369% 

West  Virginia  26.6631% 
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5.  That  the  fair  estimated  value  of  property  with  and  without 
slaves  was  agreed  to  and  alternative  figures  were  presented. 
The  supreme  court  adopted  the  value  without  slaves   (as 
more  fully  covered  later).    On  this  basis  the  ordinary  ex- 
penses were  apportioned  76^  per  cent,  to  Virginia  and 
23^4  per  cent,  to  West  Virginia. 

6.  That  the  money  paid  into  the  treasury  of  Virginia  from 
West  Virginia  counties  amounted  to  $6,105,884.75.    The 
plaintiff's  contention  that  dividends  from  bank  stock  could 
not  be  construed  as  received  from  these  counties  was  upheld. 

7.  That  the  state  of  West  Virginia  received  nothing  from 
Virginia.    Plaintiff's  contention  that  money  taken  over  by 
the  "restored  state  of  Virginia"  was  in  effect  a  payment  to 
West  Virginia  was  denied. 

On  these  findings  by  the  master  the  supreme  court  handed 
down  a  decision  March  6,  1911,  by  Justice  Holmes,  in  which  it 
said — 

"We  are  of  opinion  that  the  nearest  approach  to  justice 
that  we  can  make  is  to  adopt  a  ratio  determined  by  the  mas- 
ter's estimated  valuation  of  real  and  personal  property  in 
the  two  states  on  the  date  of  separation,  June  20,  1863." 

The  court  therefore  apportioned  the  whole  debt  shown  in 
paragraph  1,  after  making  an  adjustment  on  account  of  Virginia's 
scaling  operations  after  the  war,  on  the  basis  reported  in  para- 
graph 5,  viz.,  76.5  per  cent,  for  Virginia  and  23.5  per  cent,  for 
West  Virginia,  making  the  amount  of  principal  of  the  debt  of 
Virginia  owed  by  West  Virginia  $7,182,507.46.  The  court  did 
not  rule  on  many  points  strenuously  argued  before  the  master 
such  as  the  inclusion  of  interest  on  the  public  debt  in  ordinary 
expenses  of  government.  The  master's  voluminous  report  (212 
pages)  was  apparently  used  as  a  guide,  but  only  two  factors  re- 
ported entered  into  the  final  calculation,  viz. : 

1.  The  total  debt. 

2.  The  valuation  of  property. 

And  the  court  said  "as  this  is  no  ordinary  commercial  suit  but  a 
quasi-international  difference  referred  to  this  court  in  reliance 
upon  the  honor  and  constitutional  obligations  of  the  states  con- 
cerned rather  than  the  ordinary  remedies  *  *  *"  it  would 
make  no  determination  of  the  matter  of  interest  on  West  Vir- 
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ginia's  debt  from  June  20,  1863,  down  to  the  date  of  the  decision 
but  would  await  the  effect  of  conferences  between  the  parties. 

The  parties  could  not  agree,  however,  and  the  supreme  court 
rendered  another  decision  June  8,  1914,  by  Chief  Justice  White, 
by  which  West  Virginia  was  permitted  to  file  a  supplemental 
answer  in  which  certain  counter  claims  were  set  up,  referring  the 
matter  again  to  the  same  special  master. 

On  January  21,  1915,  the  special  master  made  his  report  in 
which  he  found  that  West  Virginia  was  entitled  to  set-offs  amount- 
ing to  $2,868,839.49.  West  Virginia  had  urged  in  the  original 
suit  that  under  paragraph  III  of  the  decree  of  reference  she 
should  not  be  charged  with  the  cost  of  roads  and  other  improve- 
ments built  by  companies  the  capital  stock  of  which  the  state  had 
purchased.  She  was  now  able  to  prove  that  at  January  1,  1861, 
Virginia  had,  and  that  she  retained  after  the  war,  stocks  and  other 
evidences  of  value  which  were  a  natural  offset  to  the  bonded  in- 
debtedness of  the  state  at  that  date. 

Acting  on  this  report  the  supreme  court  on  June  14,  1915,  by 
Justice  Hughes,  handed  down  an  opinion  allowing  West  Vir- 
ginia a  credit  of  $2,966,885.18  against  the  original  award  of 
$7,182,507.46,  making  her  principal  debt  to  Virginia  $4,215,622.28  ; 
and  the  court  further  decreed  that  West  Virginia  should  pay 
interest  as  follows: 

From  January  1,  1861,  to  July  1,  1891,  at  4% .  .$5,143,059.18 
From  July  1,  1891,  to  July  1,  1915,  at  3% 3,035,248.04 


$8,178,307.22 

and  that  interest  at  5  per  cent,  should  apply  to  the  whole  amount 
awarded,  $12,393,929.50,  from  July  1,  1915,  until  paid. 

It  was  not  until  March  31,  1919,  that  West  Virginia  made  pro- 
vision for  the  assumption  of  her  obligation,  when  by  an  act  ap- 
proved by  the  governor  April  1,  1919,  the  principal  debt  of 
$12,393,929.50  was  recognized,  carrying  interest  from  July  1, 
1915,  to  January  1,  1919,  amounting  to  $2,168,937.66. 

Under  this  act  West  Virginia  paid  the  Virginia  debt  commis- 
sion $1,078,662.55  in  cash,  provision  being  made  for  the  payment 
of  the  balance  in  3l/2  per  cent.  20-year  gold  bonds  exempt  from  all 
taxes  in  West  Virginia. 

Now  arose  a  difficulty  which  Virginia's  representatives  had  not 
anticipated  and  in  order  to  explain  it  we  must  go  back  to  certain 
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acts  of  Virginia  during  her  long  struggle  to  settle  with  her  credi- 
tors on  an  honorable  basis.  The  state  was  well  nigh  if  not  quite 
bankrupt  after  the  war,  yet  in  1866  and  1867  she  funded  her  out- 
standing debt  and  unpaid  interest,  running  her  debt  beyond  45 
millions.  In  1871  a  calculation  of  West  Virginia's  share  of  the 
debt  was  made  and  she  made  an  attempt  to  refund  her  debt  by 
calling  in  all  bonds  and  exchanging  therefor  two  instruments,  one 
of  which  for  two-thirds  of  the  principal  and  accumulated  and 
unpaid  interest  bore  interest  at  a  reduced  percentage.  The  other 
for  one-third  of  the  principal  and  interest  was  a  promise  to  pay 
the  holder  only  on  condition  that  West  Virginia  pay  Virginia  and 
in  accepting  this  one-third  certificate  the  holder  agreed  to  take  a 
pro-rata  share  of  whatever  was  paid  by  West  Virginia  be  it  little 
or  much.  These  were  called  variously  one-third  certificates,  Vir- 
ginia deferred  certificates  or  West  Virginia  certificates. 

Under  this  act  of  1871  the  major  portion  of  the  debt  was  re- 
funded, but  other  legislation  followed  in  1879,  1882  and  1892, 
under  which  one-third  certificates  were  issued. 

A  bondholders'  committee  was  formed,  and  Brown  Bros.  &  Co. 
were  designated  as  depositaries  with  authority  to  issue  their  cer- 
tificates in  exchange  for  the  outstanding  one-third  certificates. 

When  West  Virginia  finally  acted  upon  her  liability  and  passed 
the  act  providing  for  settlement  she  inserted  in  her  act  this 
proviso : 

That  no  part  of  said  bonds  shall  be  delivered  until  the 
commonwealth  of  Virginia  shall  make  and  file  with  the  board 
of  public  works  of  the  state  of  West  Virginia  a  full  and  com- 
plete itemized  statement  or  list  of  the  Virginia  deferred  cer- 
tificates which  have  been  deposited  with  the  commonwealth 
of  Virginia  or  subject  to  her  control  upon  the  passage  of  this 
act.  In  order  that  the  state  of  West  Virginia  may  have  the 
benefit  of  the  distributive  share  in  the  proceeds  of  the  judg- 
ment aforesaid  of  such  Virginia  deferred  certificates  as  may 
have  been  lost  or  destroyed,  the  residue  to  wit,  bonds  to  the 
aggregate  amount  of  $1,133,500.00  face  value,  hereinafter 
referred  to  as  "reserve  bonds/'  shall  be  delivered  to  the  board 
of  public  works  of  the  state  of  West  Virginia  and  shall  be 
held  by  it  in  escrow  upon  the  following  conditions  and 
trusts:  *  *  * 

In  short,  West  Virginia  was  not  willing  to  abide  by  the  deci- 
sion of  the  supreme  court  and  inserted  this  provision  so  that  the 
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deposited  one-third  certificates  were  made  the  measure  of  her 
settlement,  claiming  that  she  was  entitled  to  the  pro-rata  value 
of  all  such  as  were  lost  or  destroyed.  This  was  a  hard  proposition 
for  Virginia  to  accept  but  her  representatives  were  finally  per- 
suaded that  an  immediate  settlement  was  worth  the  sacrifice. 

One  of  the  conditions  of  the  settlement  imposed  by  West 
Virginia  was  that  the  distribution  calculations  be  submitted  to 
her  with  a  complete  list  of  deposited  and  undeposited  "Virginia 
deferred  certificates." 

The  method  of  making  the  distribution  of  the  cash  received 
and  the  bonds  to  be  received  from  West  Virginia  had  now  to  be 
determined,  and  Virginia  brought  a  friendly  suit  against  the  bond- 
holders' depositaries  and  all  other  holders  of  Virginia  deferred  cer- 
tificates and  holders  of  Brown  Brothers  &  Go's  receipts  to  have 
this  method  fixed.  This  suit  was  brought  in  the  circuit  court  of 
the  city  of  Richmond  and  a  decree  was  entered  on  November  11, 
1919,  referring  the  matter  to  a  special  commissioner,  Hon. 
Robert  E.  Scott. 

Virginia  asserted  her  right  to  participate  in  the  supreme  court's 
award  in  her  own  right  by  reason  of  four  circumstances,  viz. : 

I.  That  she  had  paid  in  full  certain  of  her  own  bonds  ante- 
dating January  1,  1861,  and  had  not  issued  one-third  certificates 
in  respect  to  these. 

II.  That  she  had  reimbursed  certain  schools  and  colleges  for 
the  face  value  of  old  Virginia  unfunded  bonds  held  by  them. 

III.  That  she  had  settled  with  certain  of  her  creditors  by  ac- 
cepting old  Virginia  unfunded  bonds  at  their  face  value. 

IV.  That  she  had  paid  and  allowed  in  various  settlements  large 
sums  of  interest  on  the  undivided  and  unfunded  debt. 

The  deferred  certificates  issued  under  each  funding  act  had  a 
different  value  by  reason  of  the  fact  that  a  longer  interest  period 
was  covered  in  the  later  issues  by  interest  scrip.  The  interest  scrip 
was  non-interest-bearing. 

The  commissioner,  therefore,  had  the  following  problems  to 
solve : 

1.  To  how  much  was  Virginia  entitled? 

2.  What  was  the  relative  value  of  the  deferred  certificates  of 
1871,  1879,  1882  and  1892? 

3.  What  was  the  value  of  the  interest  scrip? 
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4.  What  was  the  amount  of  West  Virginia  bonds  that  state 
was  entitled  under  the  agreement  to  hold  in  escrow  ? 

5.  What  compensation  was  just  and  adequate  for  those  whose 
years  of  labor  had  made  the  settlement  possible? 

6.  How  could  the  account  be  stated  so  that  it  would  be  simple 
and  understandable  and  so  that  the  available  cash  and  bonds  would 
be  completely  absorbed  in  the  settlement  ? 

The  whole  fund  subject  to  distribution  as  of  July  1,  1920, 
was — 

West  Virginia  3^%  gold  bonds  $13,500,000.00 

Cash  payment  by  West  Virginia 1,078,662.55 

"     accumulated  interest    481,722.14 


$15,060,384.69 

Interest  coupons  on  W.  Va.  bonds  held  in 
escrow  in  excess  of  the  requirements  as 
hereinafter  determined  275,922.50 


$15,336,307.19 

and  this  is  the  sum  with  which  the  commissioner  had  to  deal. 

It  was  not  possible  to  determine  the  exact  amount  of  the  ex- 
penses in  advance,  so  in  order  to  establish  a  method  the  writer  esti- 
mated the  expenses  and  using  the  balance  as  a  basis,  submitted  to 
the  commissioner  a  plan  which  was  accepted  by  both  parties. 

Following  this  plan  the  commissioner  later  reported,  after  the 
expenses  and  fees  were  fixed,  that  he  had  $14,192,290.59  net  for 
distribution.  This,  applied  to  the  claims  of  the  parties  entitled  to 
participate  in  it,  would  entitle  each  to  $1.145100155  for  each  $1.00 
of  the  supreme  court's  award,  $12,393,929.50.  But  all  claims  could 
not  be  paid  in  the  same  currency  and  West  Virginia  had  withheld 
part  of  the  fund. 

As  the  supreme  court's  award  was  insufficient  to  pay  all  claims 
at  their  face  values  it  was  first  necessary  to  divide  the  interest 
award  into  two  parts,  that  applying  to  principal  and  that  applying 
to  interest,  as  follows : 

Court's  award  for  principal $  4,215,622.28 

<-      =  .286460092 

Interest-bearing   certificates    14,716,263.82 

.286460092  X  66^  (reduction  in  interest)  =  .1909733946 

This  reduction  in  interest  is  from  6  per  cent.,  the  rate  of  the 
original  bonds,  to  4  per  cent.,  awarded  by  the  court  for  the  period 
in  which  the  bulk  of  the  interest  scrip  was  issued.  As  there  was 
outstanding  interest  scrip  amounting  to  $1,417,327.76,  this  was 
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worth  19+  cents,  or  $270,671.89.  This  deducted  from  the  court's 
award  of  $12,393,929.50  left  $12,123,257.61  applicable  to  the 
interest-bearing  certificates  issued  under  the  four  acts. 

But  because  of  the  varying  lengths  of  the  interest  period  for 
each  of  these  four  groups  of  certificates,  the  court's  principal 
award  was  first  prorated  as  follows : 

1871. .         . . $13,007,957.74  =  88.3917136% 

1879 495,565.55  =  3.3674686% 

1882 925,218.54  =   6.2870479% 

1892 287,521.99  =   1.9537700% 


$14,716,263.82  =  100% 

The  above  percentages  of  the  court's  principal  award  added  to 
the  balance  of  interest  after  the  valuation  of  the  interest  scrip 
gave  a  base  value  to  each  issue  of — 

1871..         ..83.7437515  cents 

1879 80.9490531     " 

1882 70.0848988     " 

1892 62.7123373     " 

Having  thus  established  a  base  value  it  became  necessary  to 
adjust  the  account  with  respect  to  the  excessive  escrow  bonds  held 
by  West  Virginia.  There  were  undeposited  certificates  of  only 
$1,108,687.08  and  these  were  not  entitled  to  face  value,  so  using 
the  above  rates  raised  to  114^  per  cent,  we  find  that  instead  of 
retaining  $1,133,500.00  of  her  bonds  she  should  retain  only 
$906,439.03.  But  inasmuch  as  the  escrow  bonds  had  three  coupons 
attached  this  $906,439.03  should  be  divided  by  1.05^,  giving  as 
the  actual  face  amount  she  was  entitled  to  retain  $861,224.63  and 
a  call  was  made  on  her  to  surrender  $272,275.37. 

The  bonds  therefore  in  the  commissioner's  hands  and  at  his 

disposal  now  become $12,638,775.37 

With  the  coupons  on  the  excess  escrow  bonds  and  the  cash  in 

hand,  the  commissioner  had  cash  amounting  to 1,791,092.90 


A  total  of $14,229,868.27 

From  this  he  paid  expenses  and  fees 1,144,016.60 

Leaving  a  fund  consisting  of  cash  and  West  Virginia  bonds  of.  .$13,285,851.67 

which  was  available  for  distribution  to  the  bondholders  who  had 
deposited  their  certificates  with  Brown  Bros.  &  Co.  and  to  Virginia 
in  settlement  of  her  claim,  which  he  allowed,  as  follows : 

West  Virginia  bonds   .           ..$12,638,775.36  =  95.129584% 
Cash    647,076.30=  4.870416% 
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(1)    The  deposited  certificates  will  participate  as  follows  in  West  Virginia 
bonds  and  cash : 

Base  value  X  4.870416%  95.129584% 

$1.145100155  Cash  West  Va.  bonds 

1871 $11,787,036.57  @  .958949824  —  $11,303,176.75  $550,511.73  $10,752,665.02 

1879 462,786.95  @  .926947728  =        428,979.31  20,893.08  408,086.23 

1882 826,857.87  @  .802542281  =       665,588.40  32,319.51  631,268.89 

1892 277,175.70  @.  718119068=        199,045.15  9,694.33  189,350.82 

Scrip....      1,006,985.54  @. 218683662=        220,211.29  10,725.22  209,486.07 


$14,360,842.63  $12,815,000.90    $624,143.87    $12,190,857.03 

(2)  Virginia's  claim  of  $664,061.87  will  participate  in  the  same  manner,  the 
principal,  $439,884.07,  taking  the  rate  of  the  1871  certificates  and  the  interest, 
$224,177.80,  taking  the  rate  of  the  scrip: 


Principal    $439,884.07 

Interest  224,177.80 


95.8949824%  =$421,826.75 
21.8683662%=     49,024.02 


$664,061.87 
payable  as  follows : 

Cash.  4.870416% 
$22,932.43 


$470,850.77 

W.  Va.  bonds  95.129584% 
$447,918.34 


$22,932.43 


Principal    $421,826.75) 

Interest 49,024.02  f 

SUMMARY 

Deposited  certificates  receive  cash   $ 

Virginia  receives  cash  


$447,918.34 


624,143.87 
22,932.43 


$     647,076.30 


Deposited  certificates  receive  W.  Va.  bonds.  .$12,190,857.03 

Virginia  receives  W.  Va.  bonds 447,918.34      12,638,775.37 


Total  funds  and  bonds  to  be  distributed  as  above  $13,285,851.67 

For  the  purposes  of  the  distribution,  the  cash,  $632,781.84,  remaining:  to  be 
distributed  after  all  costs  and  expenses  are  provided,  is  divided  between  Virginia 
and  Brown  Brothers  in  the  proportion  that  the  total  cash  due  Virginia  and  due 
Brown  Brothers  bears  to  the  total  cash  now  in  hand  and  to  be  received  on  account 
of  the  three  coupons  receivable  attached  to  the  excess  escrow  bonds. 

Virginia  is  entitled  to $  22,932.43 

Brown  Brothers  are  entitled  to 624,143.87 


$647,076.30 
We  have  now  available  only   632,781.84 


Balance  $  14,294.46  =  2.209084% 

The  cash  not  in  hand  will  be  divided  in  the  same  proportion  when  received : 

Virginia    2.209084%  of  $  22,932.43  =  $     506.59 

Brown  Bros 2.209084%  of   624,143.87  =   13,787.87 

Cash  payable  to  Virginia  $  22,932.43 

Less  amount  represented  by  coupons  not  yet  collected 506.59 


Balance  payable  to  Virginia 

Cash  payable  to  Brown  Bros $624,143.87 

Less  amount  represented  by  coupons  not  yet  collected 13,787.87 


Balance  payable  to  Brown  Bros.  &  Co. 
Total  
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In  submitting  the  plan  on  which  this  distribution  was  made  the 
writer  pointed  out  to  all  concerned  that  it  was  neither  mathemat- 
ically perfect  nor  beyond  criticism  from  an  accounting  standpoint, 
but  that  it  took  into  consideration  the  chief  elements  involved  and 
that  these  treated  in  a  broad  way  produced  a  result  that  was  be- 
lieved to  be  equitable  and  would  not  differ  materially  from  a  result 
worked  out  with  every  shade  of  value  reflected. 

The  supreme  court  in  its  award  adopted  an  average  method  in 
some  of  its  findings,  being  aware  of  the  intricacies  to  which  any 
other  method  would  lead  and  this  served  as  justification,  to  some 
extent  at  least,  for  the  comparatively  simple  method  recommended. 
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Accounting  for  Construction  in 
Public  Utilities* 

By  W.  C.  REYER 

At  the  present  time  practically  all  public  utilities  are  subject 
to  national  or  state  regulation.  The  administrative  features  of 
federal  regulation  are  carried  on  by  the  interstate  commerce  com- 
mission and  those  for  state  regulation  by  the  various  commissions 
of  the  respective  states.  One  important  phase  of  regulation  has 
been  the  promulgation  of  accounting  classifications  for  all  public 
utilities  coming  within  the  jurisdiction  of  the  various  commis- 
sions. Although  there  is  of  necessity  a  different  classification  of 
accounts  for  each  of  the  several  classes  of  public  utilities,  the  gen- 
eral accounting  principles  underlying  all  of  them  are  substantially 
the  same.  The  powers  and,  in  certain  instances,  the  duties  of  the 
commissions  also  provide  that  the  forms  of  all  books,  accounts 
and  records  to  be  kept  are  to  be  prescribed  by  such  commissions. 
This  power,  where  granted,  has  been  exercised  very  rarely,  how- 
ever, and  the  control  of  accounting  as  a  rule  has  been  limited  to 
the  matter  of  the  general  accounting  classifications.  The  extent 
of  the  detailed  information,  the  forms  of  accounting  records  and 
the  accounting  procedure  for  recording  the  transactions  under  the 
prescribed  classifications  have  been  left  almost  entirely  to  the 
public  utilities  themselves. 

Most  of  the  accounting  classifications  contain  rules  or  defini- 
tions for  the  purpose  of  assisting  the  public  utilities  in  distin- 
guishing between  different  classes  of  expenditures.  Among  the 
more  important  of  these  classes  are  construction,  operation,  main- 
tenance and  depreciation  reserve  charges.  The  rules  submitted 
for  dividing  the  charges  among  these  classes  are,  of  necessity, 
very  general,  and  consequently  a  considerable  variation  in  account- 
ing practice  has  grown  up  among  the  public  utilities  in  respect  to 
the  division  of  certain  charges  among  the  classes  denoted  above. 

A  detailed  discussion  of  the  policies  followed  by  public  utili- 
ties in  recording  the  transactions  for  expenditures  involving  a 
division  among  the  four  general  classes  noted  and  the  accounting 
principles  that  should  govern  such  a  division  cannot  be  attempted 
in  a  thesis  of  this  character.  The  comments,  therefore,  will  be 
confined  to  the  accounting  for  construction  expenditures  and  the 

*  A  thesis  submitted  at  the  November,  1920,  examinations  of  the  American  Institute 
of  Accountants. 
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basis  upon  which  overheads  should  be  apportioned  between  con- 
struction and  operations. 

One  of  the  most  important  questions  to  be  determined  by  the 
public-utility  accountant  or  auditor  is  the  propriety  of  capital- 
izing expenditures  to  construction.  As  a  rule,  all  work  connected 
with  a  public-utility  property  is  performed  by  the  company's  own 
organization.  The  engineering  department,  for  example,  directs 
the  work  of  operation,  maintenance  and  renewal  of  the  property 
as  well  as  that  of  new  construction.  In  many  instances  the  same 
group  of  workmen  performs  the  various  classes  of  work  and  cer- 
tain kinds  of  materials  used  for  maintenance  and  construction  are 
identical,  so  that  the  division  of  the  charges  is  a  difficult  and 
important  consideration. 

Originally  the  majority  of  companies  made  all  charges  for 
material,  labor  and  other  expenses  directly  to  the  various  accounts 
provided  in  the  classification.  Under  such  conditions  a  proper 
control  of  the  charges  was  exceedingly  difficult,  inasmuch  as  the 
costs  of  one  piece  of  work  were  scattered  over  several  accounts 
and  information  as  to  the  exact  nature  of  the  work  was  difficult 
of  ascertainment. 

The  difficulties  cited  in  the  preceding  paragraph  have  been 
overcome  almost  entirely  by  the  public  utilities.  Most  of  the  com- 
panies to-day  control  the  construction  expenditures  and  the  more 
important  maintenance  charges  through  a  system  of  authoriza- 
tions. Under  this  system,  if  the  matter  of  certain  construction 
or  important  maintenance  work  comes  up,  the  department  in 
charge,  usually  the  engineering  department,  prepares  a  statement 
of  the  work  to  be  performed,  giving  the  reason  therefor  and 
nature  of  the  work  to  be  undertaken,  together  with  a  detailed 
estimate  of  the  cost.  In  case  the  work  is  to  replace  existing  prop- 
erty this  fact  is  stated,  with  all  particulars  relating  thereto.  Blue 
prints  are  usually  prepared  showing  the  additions  and  changes 
to  be  made.  Several  copies  are  prepared  containing  all  the  facts 
noted  above  for  any  particular  piece  of  work,  and  the  original 
copy  is  then  submitted  to  the  board  of  directors,  executive  com- 
mittee or  other  controlling  group  for  approval.  Upon  acceptance, 
it  becomes  an  authorization  to  do  the  work  and  receives  a  number. 
A  copy  of  the  authorization  goes  to  the  accounting  department 
and  all  costs  of  a  particular  piece  of  work  are  earmarked  with 
the  authorization  number.  The  accounting  department  assembles 
all  costs  by  authorizations,  but  these  records  also  contain  a  di- 
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vision  of  the  costs  by  accounts,  so  that  the  proper  clearing  can 
be  made  when  the  work  is  completed.  When  the  records  are  kept 
in  this  manner  an  intelligent  study  of  the  construction  charges  and 
property  retirements  is  possible. 

Some  of  the  older  classifications  of  accounts  provided  that 
only  the  difference  between  the  original  cost  of  the  unit  replaced 
and  the  replacement  costs  should  be  charged  to  construction.  At 
the  present  time,  it  is  a  generally  accepted  principle,  however, 
that  the  property  account  should  be  relieved  or  credited  with  the 
original  cost  of  the  unit  of  property  removed  from  service  and 
the  cost  of  all  new  units  should  be  capitalized  by  charges  to  con- 
struction. 

In  regard  to  the  charges  to  .be  made  to  construction,  the  ques- 
tion arises  as  to  the  proper  treatment  of  overhead  expenditures. 
Overhead  costs,  as  related  to  the  construction  accounts  of  public 
utilities,  are  usually  understood  to  cover  the  following  classes  of 
items : 

Engineering  and  superintendence 

General-office  salaries  and  expenses 

Legal  expenses 

Liability  insurance 

Injuries  and  damages 

Taxes 

Interest 

The  public  utility  accounting  classifications  promulgated  by 
the  state  and  national  regulative  agencies  recognize  the  principle 
of  a  division  of  overhead  charges  between  operation  and  con- 
struction, but  no  specific  rules  of  procedure  for  such  apportion- 
ments have  been  advanced  in  the  classifications.  As  a  result,  the 
practices  of  the  various  utility  operators  differ  widely  in  the  treat- 
ment of  such  charges.  The  policies  vary  from  charging  to  con- 
struction only  the  direct  items  of  labor,  material  and  other  ex- 
penses to  the  inclusion  of  a  flat  percentage  on  such  direct  charges 
intended  to  cover  all  items  of  overhead.  Furthermore,  certain 
organizations  controlling  or  managing  a  group  of  companies  apply 
a  fixed  percentage  on  all  construction  work  undertaken  by  the 
utilities  controlled,  in  addition  to  the  charges  made  on  the  appor- 
tionment basis  by  the  individual  companies.  The  charges  made 
by  the  controlling  or  managing  organizations,  however,  do  not 
involve  the  question  of  a  division  of  these  costs  between  operation 
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and  construction.  These  items  are  billed  against  the  company  as 
construction  charges,  and  the  propriety  of  such  additions  can  be 
determined  only  by  an  inquiry  into  the  nature  of  the  services 
rendered  and  a  study  of  the  total  overheads  of  all  kinds  included 
in  construction  in  relation  to  the  nature  and  extent  of  the  con- 
struction work  performed. 

We  come  next  to  a  consideration  of  the  accounting  principles 
which  should  govern  a  division  of  the  overhead  charges  between 
operation  and  construction.  Accounting  authorities  are  in  agree- 
ment regarding  the  inclusion  of  all  overhead  items  as  part  of  the 
costs  of  construction  during  the  original  construction  period  up 
to  the  time  when  the  property  is  completed  for  operating  pur- 
poses. The  weight  of  authority,  however,  seems  to  be  that  the 
charges  for  interest  should  be  limited  to  the  amount  actually  paid 
or  accrued  during  the  construction  period  on  interest-bearing 
obligations,  less  any  interest  earned  on  the  funds  on  deposit  dur- 
ing the  period. 

The  matter  of  interest  charges  will  be  discussed  separately, 
inasmuch  as  this  item  involves  considerations  not  applicable  to  the 
other  overheads. 

When  the  construction  work  is  carried  on  concurrently  with 
operations  many  accounting  authorities  appear  to  favor  charges 
to  construction  of  only  the  additional  overheads  resulting  there- 
from. This  theory  is  intended,  no  doubt,  to  apply  to  those  indus- 
tries in  which  the  construction  programme  is  irregular;  and  this 
appears  to  be  the  desirable  one  to  follow  in  those  instances.  In 
the  case  of  public  utilities,  however,  the  normal  tendency  is  one 
of  gradual  extension  and  expansion  so  that  the  yearly  construc- 
tion expenditures  are  of  considerable  importance.  A  temporary 
cessation  of  construction  could  hardly  be  expected  to  reduce  the 
expenditures  of  general  management.  And  again,  a  construction 
programme,  considerably  in  excess  of  the  normal  for  a  period 
would  not  tend  materially  to  increase  these  expenditures.  Fur- 
thermore, the  systems  of  regulation  to  which  most  public  utilities 
are  subject  generally  make  it  obligatory  on  their  part  to  extend 
their  facilities  within  reasonable  limits,  to  meet  the  increased 
demand  for  service  as  well  as  to  supply  service  to  the  customers 
connected. 

This  being  the  situation,  there  are  two  functions  which  a  pub- 
lic utility  is  obligated  to  perform,  neither  of  which  should  be 
considered  as  incidental,  although  the  total  expenditures  for  one 
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may  be  substantially  larger  than  for  the  other.  It  appears,  there- 
fore, that  the  two  functions  of  operation  and  construction  might 
reasonably  be  considered  as  coordinate  undertakings  and  that  the 
accounting  policies  should  aim  to  show  the  full  cost  of  perform- 
ing each  of  these  functions.  The  principle  to  be  followed  does 
not  differ  materially  from  that  usually  employed  in  apportioning 
joint  expenses  when  one  utility  company  operates  several  de- 
partments or  more  than  one  division  or  branch  is  maintained 
within  one  department  of  the  business.  The  principle  of  appor- 
tioning joint  or  overhead  expenses  so  as  not  unduly  to  burden  any 
one  department  is  recognized  by  commissions  in  the  regulation  of 
rates.  Instances  are  also  on  record  in  which  a  certain  amount 
of  the  overhead  charge  has  been  excluded  from  the  operating 
expenses  by  commissions,  on  the  theory  that  the  items  should 
have  been  added  to  the  construction  expenditures. 

Accepting  the  principle  that  the  functions  of  operation  and 
construction  should  be  considered  as  coordinate  underakings  in 
public  utility  accounting  we  may  now  consider  the  bases  that  may 
be  used  in  carrying  out  the  apportionment  of  overhead  charges. 

The  items  of  legal  expense,  liability  insurance,  injuries  and 
damages  and  taxes  are  usually  so  closely  related  to  certain  con- 
struction projects  or  some  direct  element  of  cost  that  a  basis  for 
division  is  readily  available.  Legal  services  are  generally  per- 
formed by  outside  firms  and  the  amounts  billed  are  for  specific 
services,  so  that  the  charges  are  distributable.  When  retainer  fees 
are  paid,  the  amount  thereof  can  be  apportioned  on  the  basis  of 
the  other  charges  for  specific  services  rendered  additional  to  such 
retainer  fees.  The  amount  of  liability  insurance  is  dependent  upon 
the  payrolls  and  should  be  distributed  on  the  labor  costs,  due  con- 
sideration to  be  given,  however,  to  the  effective  rates  for  different 
classes  of  labor.  Injuries  and  damage  awards  in  most  instances 
can  be  charged  directly  to  that  part  of  the  construction  work 
where  the  injury  or  damage  occurred.  Taxes  assessed  during  the 
period  of  construction  are  generally  determinable  from  the  as- 
sessment valuations.  Providing  that  the  valuations  made  for  tax 
assessment  purposes  do  not  distinguish  between  the  uncompleted 
construction  and  the  property  used  in  operations  the  ratio  of  the 
uncompleted  construction  to  the  total  property  at  the  valuation 
date  will  offer  a  reasonable  basis  for  the  apportionment.  Inas- 
much as  the  valuations  for  taxation  purposes  are  made  annually 
the  matter  of  taxes  during  construction  is  relatively  unimportant, 
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unless  an  extension  project  is  under  construction  which  requires  a 
considerable  period  of  time  for  completion. 

The  overhead  charges  represented  by  engineering  and  super- 
intendence and  general-office  salaries  and  expenses  are  the  most 
important  elements  of  such  costs.  These  two  classes  are  some- 
what similar  in  that  the  time  devoted  to  the  business  by  the 
officers,  managerial  staffs  and  clerical  forces  is  general  in  char- 
acter. On  account  of  the  diversified  duties  of  those  engaged  in 
management  any  attempt  to  secure  daily  distributions  of  time  in 
detail  is  difficult.  In  the  engineering  department,  however,  a 
practical  solution  of  the  problem  may  be  accomplished  by  ob- 
taining an  approximate  division  of  the  time  for  all  those  em- 
ployed, on  the  basis  of  the  four  principal  classes  of  expenditures 
previously  mentioned.  These  are  construction,  operation,  main- 
tenance and  depreciation  reserve  charges.  All  expenses  of  the 
department  not  directly  distributable  to  the  four  classes  may  be 
apportioned  as  overhead  to  the  other  items.  The  total  of  all  the 
charges  for  each  class  should  be  transferred  to  a  separate  clear- 
ing account  and  the  amount  applicable  to  construction  can  then  be 
distributed  in  detail  to  the  various  construction  authorizations  on 
a  percentage  basis.  A  general  investigation  may  be  made  from 
time  to  time  for  the  purpose  of  determining  the  amount  of  gen- 
eral-office salaries  and  expenses  chargeable  to  construction. 

This  investigation  or  study  should  be  conducted  for  the  pur- 
pose of  ascertaining  a  fair  monthly  charge  to  the  capital  expendi- 
tures under  the  existing  conditions  of  operation  and  construction. 
The  amount  obtained  in  this  manner  may  then  be  considered  the 
proper  charge  from  month  to  month  until  the  general-office  con- 
ditions change  sufficiently  to  require  a  modification  of  the  appor- 
tionment, at  which  time  another  study  should  be  made.  The 
amount  of  general-office  salaries  and  expenses  assigned  to  con- 
struction should  also  be  transferred  to  a  clearing  account  for 
detail  distribution  as  suggested  for  engineering  and  superin- 
tendence. 

Interest  chargeable  to  construction  is  the  remaining  item  of 
overheads  requiring  consideration. 

The  general  practice  of  public  utilities  is  to  charge  interest  on 
all  construction  which  is  not  completed  for  operation  within  one 
month  from  the  time  the  work  is  undertaken.  In  accordance  with 
this  practice  a  considerable  amount  of  construction  carries  no 
interest  charges.  The  rate  of  interest  is  usually  determined  on 
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the  basis  of  the  cost  of  money  to  the  company  during  that  period, 
and  the  amounts  charged  to  construction  for  interest  are  usually 
credited  to  the  interest  expense  accounts.  An  intelligent  review 
of  the  interest  charges  requires  a  knowledge  of  the  sources  from 
which  the  funds  for  construction  were  obtained.  The  borrowing 
power  of  utilities  on  mortgage  obligations  is  usually  limited  to 
approximately  75  per  cent,  of  the  construction  expenditures  and 
the  remaining  funds  are  usually  provided  from  sales  of  stock  or 
from  increased  surplus  and  reserve  funds.  Providing  the  interest- 
bearing  obligations  for  a  given  period  supply  funds  sufficient  to 
finance  all  construction  on  which  interest  has  been  charged,  there 
can  be  no  question  as  to  the  propriety  if  the  basis  mentioned  above 
has  been  followed.  This  undoubtedly  holds  true,  because  the 
utility  company  can  determine  the  manner  in  which  its  funds 
shall  be  applied.  When  the  correctness  of  the  interest  charges  is 
questioned  the  utility  company  may  argue  with  considerable  force 
that  the  funds  to  finance  the  construction,  completed  within  the 
one-month  limit  and  carrying  no  interest  charges,  were  obtained 
from  stock  sales  and  from  surplus  and  reserve  funds. 

Whether  or  not  a  charge  for  interest  during  construction  is 
permissible  if  the  funds  are  provided  from  the  sale  of  stock  or 
from  the  use  of  the  company  surplus  and  reserve  funds  is  open 
to  considerable  argument.  As  previously  indicated  accounting 
authorities  generally  favor  the  limitation  of  interest  charges  to 
the  funds  provided  from  interest-bearing  obligations.  The  ac- 
counting classifications  issued  by  the  various  state  commissions 
provide  for  interest  charges  to  construction  but  do  not  specifically 
authorize  such  charges  upon  funds  other  than  those  obtained  from 
interest-bearing  obligations.  The  interstate  commerce  commis- 
sion, on  the  other  hand,  specifically  authorizes  interest  charges 
without  differentiating  between  the  sources  from  which  the  funds 
are  obtained.  The  position  of  the  interstate  commerce  commission 
is  of  considerable  interest  and  its  rulings  are  therefore  cited  here 
in  full. 

Uniform  System  of  Accounts  for  Electric  Railways,  pre- 
scribed by  the  interstate  commerce  commission,  effective  on 
July  1,  1914,  page  105,  states: 

When  any  bonds,  notes  or  other  evidences  of  indebtedness  are  sold  or 
any  interest-bearing  debt  is  incurred  for  acquisition  or  construction  of  orig- 
inal road  and  equipment,  extensions,  additions  and  betterments,  the  interest 
accruing  on  the  part  of  the  debt  representing  cost  of  property  chargeable 
to  road  and  equipment  accounts  (less  interest,  if  any,  allowed  by  depositories 
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on  unexpended  balances)  after  such  funds  become  available  for  use  and 
before  the  receipt  or  the  completion  or  coming  into  service  of  the  property 
so  acquired,  shall  be  charged  to  this  account.  .  .  .  This  account  shall  also 
include  reasonable  charges  for  interest  during  the  construction  period  on 
the  carrier's  own  funds  used  temporarily  during  such  period  for  construc- 
tion purposes. 

In  Accounting  Bulletin  No.  9,  issued  by  the  interstate  com- 
merce commission,  relating  to  decisions  upon  questions  raised 
under  the  uniform  system  of  accounts  for  electric  railways,  case 
308,  the  above  position  is  amplified  still  further  as  follows: 

Query.  To  what  account  should  a  carrier  credit  the  amount  of  interest 
which  has  been  charged  to  construction  ?  This  company  has  no  funded  debt. 
Are  we  permitted  to  charge  to  construction  the  interest  on  the  company's 
working  funds  used  for  construction  purposes? 

Answer.  Interest  charged  to  construction  shall  be  included  in  account 
No.  547 — "Interest  during  Construction,"  and  corresponding  credit  shall  be 
made  to  the  account  which  was  charged  as  such  interest  accrued.  If  no 
interest  actually  accrued  or  was  paid,  account  No.  547  may  include  a  rea- 
sonable charge  for  interest  during  the  construction  period  on  the  carrier's 
own  funds  used  temporarily,  the  corresponding  credit  being  made  to  account 
No.  208 — "income  from  unfunded  securities  and  accounts." 

Under  the  laws  of  England,  companies,  upon  approval  by  the 
board  of  trade,  may  pay  interest  up  to  4  per  cent,  a  year  to  the 
stockholders  during  the  period  of  construction  and  such  payments 
may  be  added  to  the  construction  costs. 

The  argument  most  generally  advanced  against  charging  in- 
terest on  construction  expenditures  financed  from  the  company's 
own  funds  or  stock  sales  is  that  such  charges  would  be  in  the 
nature  of  a  profit  and  that  a  profit  should  not  be  permitted  on 
construction  work.  It  must  be  conceded  that  the  construction 
charges  would  be  higher  if  all  funds  were  obtained  from  interest- 
bearing  obligations;  but  it  may  be  contended,  on  the  other  hand, 
that  the  saving  effected  by  use  of  the  company's  own  funds  and 
those  derived  from  a  sale  of  stock  will  reduce  the  cost  of  the 
property  and  hence  a  higher  return  on  the  investment  will  be 
possible.  This  situation,  however,  does  not  apply  with  full  force 
to  public  utilities  under  a  system  of  regulation.  The  original  cost 
of  the  property  is  an  important  consideration  in  determining  the 
fair  value  of  the  property  for  rate-making  purposes.  It  appears 
that,  provided  the  charges  to  construction  are  made  at  reasonable 
rates  and  only  during  the  non-operating  period,  the  additions 
should  be  recognized  as  proper,  no  matter  what  the  sources  of 
the  funds  may  be.  Such  charges,  in  so  far  as  public  utilities  sub- 
ject to  regulation  are  concerned,  should  be  considered  in  the  light 
of  interest  on  capital  furnished  and  as  such  represent  a  part  of 
the  cost  of  construction. 
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The  credit  arising  from  the  interest  charges  to  construction 
presents  no  difficulties  when  all  construction  carrying  interest 
charges  is  financed  through  interest-bearing  obligations.  In  these 
cases  the  credit  should  be  applied  in  reduction  of  the  interest 
charged  to  operations.  When  the  money  for  construction  has 
been  provided  from  the  company's  own  funds  or  through  stock 
sales  the  disposition  of  the  credit  is  not  so  clear.  As  will  be  seen 
from  the  foregoing  comments,  two  extremes  of  practice  are  ad- 
vocated regarding  interest  on  such  funds.  On  the  one  hand  we 
find  those  who  question  the  propriety  of  including  interest  on 
construction  on  any  funds  other  than  those  derived  from  interest- 
bearing  obligations ;  while  on  the  other  hand  the  interstate  com- 
merce commission  not  only  permits  the  charging  of  interest  on 
construction  financed  from  the  company's  own  funds  but  also 
specifies  that  the  corresponding  credit  should  be  made  to  "income 
from  unfunded  securities  and  accounts." 

In  public-utility  accounting  it  seems  that  the  interest  charge 
to  construction  should  be  permitted  as  approved  by  the  interstate 
commerce  commission;  but,  inasmuch  as  the  disposition  of  the 
credit  is  subject  to  considerable  difference  of  opinion,  it  appears 
desirable  at  the  present  time  at  least  to  consider  the  credit  as 
"surplus  appropriated  to  capital  purposes." 
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By  ROSCOE  H.  BELKNAP 

The  problems  of  shoe-factory  accounting  necessarily  vary  to 
a  considerable  extent  with  the  requirements  of  different  factories. 
The  shoe  manufacturing  industry  in  this  country  is  carried  on 
by  concerns  which  vary  widely  in  size,  in  type  and  quality  of 
goods  manufactured  and  in  selling  plan.  In  the  matter  of  size, 
shoe  factories  vary  from  those  making  only  a  few  hundred  pairs 
a  day  to  the  large  factories  whose  daily  production  is  counted  by 
the  tens  of  thousands  of  pairs.  The  goods  produced  include  every 
possible  kind  of  covering  for  the  feet  of  both  sexes  and  of  all 
ages,  with  the  infinite  variety  of  qualities  and  styles  demanded  by 
the  individual  purse  and  taste. 

Some  concerns  make  and  sell  a  considerable  variety,  as  for 
example,  men's  and  women's,  boys'  and  youths',  misses'  and  chil- 
dren's, of  many  paterns  and  qualities.  Others  confine  themselves 
to  a  single  type,  such  as  a  man's  heavy  work  shoe — ^and  between 
the  two  extremes  there  are  many  gradations. 

Further,  some  factories  sell  their  product  entirely  to  jobbers; 
others  sell  entirely  to  retailers;  others  sell  through  their  own  job- 
bing houses  or  their  own  retail  stores  or  by  mail  direct  to  the 
consumer.  There  are  also  many  instances  in  which  the  product  is 
sold  through  a  combination  of  two  or  more  of  these  selling 
methods.  While  in  most  cases  shoes  are  manufactured  on  specific 
orders,  many  factories  also  make  shoes  for  stock,  and  there  are 
some  concerns  which  manufacture  entirely  for  stock. 

In  an  industry  which  presents  such  a  wide  variety  of  phases 
it  is  apparent  that  there  must  be  problems  which  are  peculiar  to 
a  single  factory  or  class  of  factories  and  that  the  accounting 
methods,  in  order  to  give  satisfactory  results,  must  be  adapted  to 
meet  individual  needs. 

There  are,  however,  certain  problems  which  are  common  to 
practically  every  shoe  manufacturer  and  certain  methods  which 
experience  has  shown  to  be  of  general  application,  and  it  is  the 
object  of  this  paper  to  discuss  some  of  these  general  problems 
and  methods  rather  than  to  attempt  to  show  in  detail  all  the  varia- 
tions caused  by  the  needs  of  a  particular  factory. 
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The  main  problem  of  the  shoe  manufacturing  business,  so  far 
as  accounting  is  concerned,  is  to  obtain  cost  figures  which  will  be 
both  accurate  and  helpful  and  will  be  available  for  use  at  the 
earliest  possible  moment.  This  need  is,  of  course,  common  to  all 
manufacturing  businesses,  and  the  peculiarities  of  the  shoe  manu- 
facturing business  in  this  respect  come  principally  under  the  head 
of  classification  and  method  of  application. 

Probably  the  first  thing  which  impresses  anyone  who  attempts 
to  make  a  careful  study  of  the  shoe  manufacturing  business  is 
the  wide  variety  of  materials  and  the  great  number  of  labor 
operations  which  are  required  to  produce  the  finished  shoe. 

The  principal  raw  material  used  is,  of  course,  leather,  but  to 
consider  leather  as  a  single  item  of  cost,  without  further  subdi- 
vision, would  be  absolutely  meaningless.  The  leather  used  to 
make  the  upper  of  a  shoe  may  have  been  manufactured  from  the 
skin  of  a  steer,  a  calf,  a  goat,  a  kid,  a  horse  or  even  of  a  fish  or 
snake,  and  from  each  of  these  basic  raw  materials  a  wide  variety 
of  tannages  and  colors  is  made,  all  with  variations  in  cost.  The 
leather  used  for  the  linings  and  trimmings  is  quite  distinct  from 
that  used  for  the  upper,  and  that  used  for  the  soles,  heels,  welting, 
etc.,  is  of  an  entirely  different  nature. 

Besides  leather,  many  other  materials  are  required  in  the 
manufacture  of  a  shoe.  The  upper  may  be  made  of  cloth  instead 
of  leather.  Cloth  is  used  to  a  large  extent  in  linings.  There  are 
also  required  such  articles  as  hooks,  eyelets,  laces,  cotton,  silk  and 
linen  thread,  nails,  tacks,  wire  and  the  great  variety  of  gums, 
waxes  and  chemicals  which  are  used  to  obtain  the  different 
finishes  and  dressings. 

Bearing  in  mind  that  in  the  great  majority  of  shoe  factories 
considerable  numbers  of  types  and  styles  of  shoes  are  manu- 
factured, it  is  apparent  that  the  material  cost  of  a  shoe  must  be 
calculated  by  a  number  of  subdivisions.  Common  practice  of  shoe 
manufacturers,  which  seems  to  be  based  on  sound  logic,  has 
adopted  the  following  as  the  main  subdivisions  of  the  material 
cost: 

1.  Upper  stock. 

2.  Linings  and  trimmings. 

3.  Bottom  stock. 

4.  Special  findings. 

5.  General  findings. 
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Upper  stock  consists  of  the  basic  material  used  in  the  upper. 
This  is  mainly  upper  leather,  but  if  cloth  is  used  it  belongs  in  this 
classification. 

Linings  and  trimmings  include  all  materials  used  for  the  lin- 
ing and  trimming  of  the  shoes,  such  as  sheepskin  and  drill  linings, 
facings,  button  fly  linings,  etc. 

Bottom  stock  includes  the  various  items  usually  of  sole  leather, 
which  make  up  the  bottom  part  of  the  shoe,  that  is,  the  outer 
sole,  inner  sole,  heel,  etc. 

Special  "findings"  are  those  which  are  individual  in  their 
nature  and  cost  to  the  particular  kind  of  shoe.  Such  items  are 
hooks,  eyelets,  laces,  buttons,  bows,  buckles,  etc. 

General  findings  include  articles  which  are  practically  common 
to  all  shoes  of  a  similar  grade.  These  items,  such  as  wire,  tacks, 
glue,  etc.,  while  very  numerous,  are  of  a  relatively  small  cost  per 
pair,  and  it  is  not  ordinarily  considered  practicable  or  useful  to 
attempt  to  segregate  the  cost  of  each  particular  article  as  applied 
to  a  particular  shoe. 

As  these  five  main  divisions  have  a  logical  basis  and  are  gen- 
erally recognized  in  the  trade,  it  seems  to  follow  that  at  least 
these  subdivisions  of  purchase  and  usage  of  materials  must  be 
recognized  in  the  accounts  of  a  shoe  manufacturer.  Practically 
every  manufacturer  will  require  a  considerable  subdivision  of 
each  of  these  main  classes;  but  the  details  of  these  subdivisions 
will  depend  entirely  on  the  nature  and  individual  needs  of  the 
business. 

In  the  classification  of  labor  there  is  more  difference  in  practice 
as  to  the  main  divisions  used.  The  basis,  however,  is  almost  in- 
variably that  of  departments. 

In  the  ordinary  process  of  manufacture,  if  only  one  method 
of  sole  fastening  is  used,  every  shoe  goes  through  every  shoe- 
making  department  in  the  factory  and  takes  on  some  labor  cost 
in  every  department,  although,  of  course,  there  are  certain  opera- 
tions which  are  required  on  some  shoes  and  not  on  others. 

Where  two  or  more  methods  of  sole  fastening  are  used  in 
the  same  factory,  there  is  a  separate  department  for  each  of  the 
operations. 

The  usual  manufacturing  procedure  is  in  general  as  follows : 

The  various  parts  of  uppers  and  linings  are  cut  in  the  upper- 
cutting  room  and  are  assembled  and  delivered  to  the  stitching  or 
fitting  room.  The  stitching  department  sews,  cements  or  other- 
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wise  fastens  the  different  parts  together  and  passes  its  product  on 
as  a  fitted  upper.  While  the  uppers  and  linings  are  being  cut  and 
fitted,  the  bottom  stock  is  prepared  by  the  sole-leather  stock  fitting 
room;  and  the  two  elements  come  together  in  an  assembling 
room,  where  the  upper  and  bottom  stock  for  the  individual  shoe, 
or  rather  case  of  shoes,  is  assembled  and  the  proper  lasts  on 
which  the  shoes  are  to  be  made  are  picked  out. 

The  principal  parts  necessary  for  the  completed  shoe,  thus 
assembled,  go  to  the  making  room,  where  the  upper  and  bottom 
are  attached  over  the  last.  This  operation  is  called  lasting.  The 
shoes  are  then  welted,  if  welt  shoes,  the  soles  are  stitched  and 
the  heels  attached.  At  this  point  the  shoe  is  practically  completed, 
and  the  remaining  operations  are  such  as  are  required  to  give  it 
the  proper  appearance.  The  edges  of  the  soles  and  heels  are 
"made"  and  colored,  the  bottom  is  given  the  desired  finish  and 
the  shoes  are  treed,  dressed,  packed  in  cartons  and  delivered  to 
the  shipping  room  or  stock  room. 

The  difference  in  classification  as  between  manufacturers 
comes  almost  entirely  from  the  different  division  of  departments 
in  the  "making"  process. 

The  upper-leather  cutting  room,  the  stitching  or  fitting  room 
and  the  sole-leather  stock  fitting  room  are  almost  universally 
handled  as  separate  departments.  The  bottom-finishing  room  and 
the  treeing,  dressing  and  packing  room  are  usually  separate  de- 
partments, although  some  manufacturers  divide  the  treeing,  dress- 
ing and  packing  into  three  departments. 

In  some  factories  the  processes  between  the  lasting  and  the 
bottom  finishing  are  combined  in  a  single  department.  Other 
factories  recognize  as  separate  departments  a  lasting  room,  a 
welt  room,  a  sole-laying  room,  a  heeling  room  and  an  edge-making 
room ;  and  others  make  various  combinations  between  these  rooms. 

The  basis  used  for  separating  departments  ordinarily  depends 
on  the  organization  of  the  factory,  that  is,  a  division  of  labor  is 
recognized  for  each  department  where  a  single  foreman  has  entire 
charge  of  a  certain  set  of  operations. 

There  may  be  departments  beside  those  already  mentioned 
which  are  manufacturing  articles  which  many  or  most  manu- 
facturers buy  already  made  from  an  outside  concern.  For  instance, 
while  shoe  manufacturers  almost  without  exception  cut  their 
own  uppers  and  linings,  many  buy  their  soles,  heels,  counters, 
welting,  etc.,  from  manufacturers  whose  business  it  is  to  make 
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these  articles,  while  other  shoe  manufacturers  make  them  them- 
selves. Some  manufacturers  also  make  their  own  cases  and  car- 
tons; others  buy  them.  In  such  circumstances  the  sole-cutting 
department,  the  heel-making  department,  the  carton-making  de- 
partment, etc.,  are  considered  as  supply  departments  separate  from 
the  regular  shoe-manufacturing  departments. 

It  follows,  therefore,  that  while  the  main  divisions  of  labor 
cannot  be  absolutely  uniform  for  all  shoe  manufacturers,  labor 
at  least  should  be  classified  by  the  departments  recognized  by  the 
plan  of  organization  of  the  particular  factory  and  such  further 
subdivision  should  be  made  as  may  be  called  for  by  the  require- 
ments of  the  particular  factory. 

The  classification  of  the  various  elements  of  manufacturing 
overhead  does  not  necessarily  present  any  problems  materially 
different  from  those  met  in  many  other  manufacturing  businesses. 

The  question  of  proper  application  and  departmentalization  is, 
however,  of  great  importance  and  must  be  handled  in  strict  accord- 
ance with  the  plan  of  departmentalization  used  in  the  individual 
factory.  It  may  be  stated  that  the  greater  part  of  the  shoe-making 
machinery  is  not  ordinarily  owned  by  the  shoe  manufacturer  but 
is  leased.  The  importance  of  this  practice  from  a  cost  standpoint 
is  that,  so  far  as  leased  machinery  is  concerned,  it  fixes  a  definite 
royalty  or  rental  cost,  instead  of  an  estimated  depreciation. 

So  far  we  have  considered  the  question  of  the  classification  of 
cost  which  must  be  recognized  by  the  shoe  manufacturer  in  order 
to  make  an  intelligent  application  and  comparison  of  his  figures. 
The  very  important  point  now  to  be  considered  is  the  best  method 
for  him  to  use  to  apply  actual  costs  against  an  actual  or  estimated 
selling  price. 

As  previously  stated,  most  shoes  are  manufactured  on  orders 
already  taken — that  is,  the  shoes  are  sold  before  they  are  manu- 
factured. The  ordinary  practice  is  for  the  manufacturer  to  design 
and  make  samples,  estimate  the  manufacturing  cost  of  each  pat- 
tern, style  and  quality,  and  from  this  estimate  fix  selling  prices  at 
which  the  salesman  is  to  sell  the  shoes  to  the  customer. 

From  the  nature  of  the  business,  this  estimate  of  manufactur- 
ing cost  and  the  corresponding  selling  price  must  be  made  some 
time  in  advance  of  the  actual  manufacture. 

There  are  two  principal  seasons  in  the  shoe  manufacturing 
business.  In  the  winter  shoes  are  made  for  actual  use  by  the 
consumer  during  the  next  summer,  and  in  the  summer  the  ma- 
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jority  of  shoes  made  are  for  winter  use.  For  instance,  if  a 
manufacturer  is  making  shoes  to  sell  direct  to  the  retail  trade,  he 
ordinarily  designs  and  makes  samples  during  July  and  August 
and  estimates  his  costs  and  selling  prices  at  that  time.  His  sales- 
men will  start  out  with  these  samples  during  September  and  from 
this  time  until  the  last  of  January  or  early  in  February  the  sales- 
men will  be  taking  orders  principally  from  these  samples,  for 
shoes  to  be  manufactured  during  the  fall  and  winter  for  actual 
use  the  next  summer. 

Under  such  conditions  it  is  apparent  that  a  considerable  time 
must  elapse  between  the  estimating  of  the  cost  and  selling  price 
and  the  actual  manufacture  of  the  shoes.  The  manufacturer  when 
he  makes  up  and  estimates  his  samples  naturally  estimates  his 
expected  sales,  and  so  far  as  is  possible  and  in  his  opinion  ad- 
visable under  the  market  conditions  he  "covers"  himself  by  con- 
tracts for  the  principal  materials  which  he  expects  to  require  for 
the  coming  season. 

It  will  be  recognized  that  with  the  price  fluctuations  existing 
during  the  war  and  post-war  period,  the  shoe  manufacturer,  in 
common  with  most  other  business  men,  has  been  at  a  great  disad- 
vantage as  compared  with  normal  conditions.  It  is  also  apparent 
that  whether  under  normal  or  abnormal  conditions  it  is  of  vital 
importance  for  the  shoe  manufacturer  to  find  out  at  the  earliest 
possible  moment  whether  the  estimate  of  costs  on  which  he  based 
his  selling  prices  is  in  accordance  with  the  actual  costs  of  manu- 
facturing or  not,  in  order  that  he  may  revise  his  selling  prices  for 
future  sales  or,  if  possible,  make  such  changes  in  his  manu- 
facturing as  will  bring  about  the  proper  relation  between  the 
estimated  and  actual  cost. 

The  time  required  to  manufacture  shoes  in  quantity  varies 
from  two  to  four  weeks,  depending  on  the  kind  and  quality  of 
shoes  and  the  efficiency  of  organization,  so  that  to  get  the  best 
results  from  cost  figures,  the  shoe  manufacturer  can  hardly 
afford  to  wait  until  each  unit  of  production  is  completed.  He 
needs  immediate  figures  on  the  more  important  elements  of 
materials,  particularly  the  two  most  important :  upper  leather  and 
sole  leather. 

No  matter  how  carefully  the  estimates  of  upper-leather  cost 
have  been  made,  variations  are  absolutely  sure  to  occur.  Leather 
is  an  article  which  "grows"  instead  of  being  manufactured.  In 
spite  of  the  most  careful  treatment  in  the  curing  and  tanning,  the 
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peculiarities  which  existed  in  the  skin  when  on  the  back  of  the 
live  animal  will  still  appear  in  the  finished  leather.  Even  though 
the  finished  upper  leather  may  be  carefully  sorted  into  skins  of 
various  grades  and  qualities,  there  will  be  parts  of  each  skin 
which  will  have  a  relatively  larger  value  than  other  parts,  although, 
as  is  the  trade  practice,  the  whole  skin  will  be  sold  at  the  same 
price  per  square  foot. 

The  problem  in  cutting  upper  leather,  therefore,  is  not  simply 
to  place  the  patterns  so  as  to  utilize  the  greatest  possible  area  of 
the  skin  with  the  minimum  waste,  but  also  to  place  the  patterns 
and  cut  the  skin  so  as  to  secure  the  greatest  possible  value  of  shoe 
uppers  from  it.  The  variation  between  the  estimated  and  actual 
cost  of  upper  leather  may  arise,  therefore,  not  simply  because  the 
price  paid  for  the  leather  is  higher  than  anticipated,  but  because 
the  grade  of  stock  is  not  such  as  would  cut  to  good  advantage  or 
because  the  cutting  is  not  efficient. 

In  a  shoe  factory  the  unit  of  production  for  the  purpose  of  the 
shop  order  is  a  case  of  shoes,  varying  usually  from  twelve  to 
seventy-two  pairs,  according  to  the  custom  of  the  factory.  The 
ordinary  form  of  shop  order  for  a  shoe  factory  is  the  so-called 
"shoe  tag"  which  contains  a  full  description  of  the  shoes  to  be 
manufactured  and  accompanies  each  case  of  shoes  through  all 
processes  of  manufacture. 

In  cutting  upper  leather  it  is  the  usual  practice  to  put  together 
two  or  more  cases  of  different  styles  or  grades  of  shoes  in  one 
cutting  job  in  order  to  cut  the  leather  to  the  best  advantage.  Thus, 
for  upper-leather  cuting  records  the  cutting  job  rather  than  the 
case  of  shoes  ordinarily  must  be  the  basis. 

Upper  leather  as  purchased  should  be  charged  to  an  upper- 
leather  stores  account  as  previously  indicated,  with  whatever  sub- 
divisions are  required.  Records  of  materials  taken  from  the  upper- 
leather  stores  should  be  kept  and  used  on  each  cutting  job,  and 
an  upper-leather  "cutting  ticket,"  charged  with  the  cost  of  the 
materials  used  and  credited  with  the  estimate  for  upper  leather 
on  the  particular  shoes  cut  on  this  cutting  ticket,  will  show  as  a 
gain  or  loss  the  variation  between  the  actual  and  estimated  cost. 
Daily,  weekly  and  monthly  summaries  of  these  cutting  tickets 
made  up  by  leathers,  styles,  employees,  etc.,  will  give  the  manu- 
facturer the  immediate  information  needed  to  handle  intelligently 
this  most  important  part  of  his  manufacturing. 
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To  have  this  information  accurate,  the  records  of  upper  leather 
used  for  the  individual  cutting  jobs  must  be  kept  with  great  care. 
The  final  test,  of  course,  is  that  the  upper-leather  stores  account, 
charged  with  the  inventory  at  the  beginning  and  purchases  for 
the  season  and  credited  with  the  usage  as  shown  by  the  cutting 
tickets  at  the  end  of  the  season  should  agree  with  the  actual 
physical  inventory.  If  there  is  a  discrepancy  between  the  balance 
of  the  upper-leather  stores  account  and  the  physical  inventory, 
the  reason  must  be  either  inaccuracy  in  the  records  or  an  actual 
loss  of  material  through  theft  or  carelessness. 

There  are  some  practical  difficulties  to  be  met  in  any  attempt 
to  secure  absolute  accuracy  in  the  record  of  usage  of  upper 
leather.  In  giving  out  a  cutting  job,  it  is  impossible  to  estimate 
exactly  the  quantity  of  leather  which  will  be  required.  The  cutter 
will  frequently  need  additional  material,  and  usually  when  the  job 
is  completed  he  will  have  some  material  left  over  to  return  to  the 
stock-room. 

The  number  of  feet  in  the  whole  skins  will  ordinarily  be 
marked  with  reasonable  plainness  on  the  skins,  but  the  stock 
returned  by  the  cutter  will  consist,  in  part  at  least,  of  skins 
partly  cut,  on  which  the  number  of  feet  must  be  measured  or 
estimated,  marked  on  the  part  remaining  and  deducted  from  the 
original  amount  given  out.  When  the  leather  which  has  been  re- 
turned is  given  out  on  another  job,  it  must  be  charged  at  exactly 
the  same  figure  at  which  it  was  credited  on  the  job  from  which  it 
was  returned. 

Furthermore,  there  is  a  great  similarity  between  some  kinds 
and  grades  of  upper  leather,  and  when  parts  of  skins  come  back 
to  the  stock-room  it  is  not  always  easy  to  ascertain  from  the  skin 
itself  the  original  lot  from  which  it  was  taken. 

To  get  the  best  results,  upper  leather  should  be  arranged  in  lots 
as  received,  giving  a  separate  number  and  location  to  each  lot. 
The  identity  of  each  skin  and  part  of  a  skin  with  this  original  lot 
should  be  maintained  until  entirely  used,  and  proper  lot  records 
should  be  kept,  showing  usage  on  each  cutting  ticket,  so  that  peri- 
odically, or  at  least  as  each  lot  is  completed,  the  lot  records  may 
be  checked  with  the  cutting  tickets  to  find  any  discrepancies. 

It  is  desirable  also  to  number  cutting  tickets  consecutively  and 
check  the  tickets  for  completed  jobs  against  a  number  register,  as 
in  practical  operation  it  is  easy  to  mislay  a  cutting  ticket. 
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Other  subsidiary  information  is  often  obtained  from  the  upper- 
leather  cutting  tickets.  For  instance,  shoes  are  ordinarily  sold  at 
a  flat  price  per  pair  for  a  certain  run  of  sizes  and  widths,  but  the 
number  of  pairs  of  each  size  and  width  ordered  in  the  particular 
case  of  shoes  is  not  necessarily  the  same  as  in  some  other  cases 
of  the  same  kind  of  shoe.  As  the  cutting  of  upper  leather  is  an 
area  proposition,  it  follows  that  if  a  particular  case  of  shoes  con- 
tains an  unusual  proportion  of  large  sizes  and  widths,  the  upper- 
leather  cost  will  be  greater. 

The  estimated  number  of  feet  required  for  a  particular  pat- 
tern and  quality  and  run  of  sizes  and  widths  is  based  on  that  size 
and  width  which  the  manufacturer  considers  will  be  the  average 
of  his  production. 

There  are  several  quite  satisfactory  systems  in  use  for  comput- 
ing how  much  the  estimate  of  feet  rquired  by  the  average  size  and 
width  will  be  increased  or  decreased  by  the  sizes  and  widths  for 
a  particular  case. 

This  information,  properly  incorporated  in  the  cutting  ticket, 
will  show  whether  the  variation  from  the  estimate  is  caused  by  a 
variation  in  quality  of  stock,  by  efficiency  or  inefficiency  in  cut- 
ting, or  by  the  variation  in  sizes  and  widths  of  the  particular 
shoes  from  the  average  on  which  the  estimate  was  based. 

It  has  also  proved  of  value  in  some  cases  to  show  on  the  cut- 
ting ticket  how  much  of  the  variation  is  caused  by  the  difference 
between  the  price  per  foot  on  which  the  original  estimate  was 
based  and  the  price  actually  paid  for  the  leather. 

The  methods  of  ascertaining  differences  necessarily  vary,  but 
the  need  in  all  cases  is  the  same:  namely,  to  obtain  as  soon  as 
possible  a  comparison  of  the  estimated  cost  with  the  actual.  To 
obtain  such  information,  stores  accounts  must  be  kept  of  all  ma- 
terials together  with  accurate  records  of  usage.  Daily  compari- 
sons with  estimates  are  not  in  all  cases  of  such  vital  necessity  as 
in  the  case  of  upper  leather,  but  even  on  minor  items  it  is  desirable 
to  get  at  least  a  monthly  comparison. 

Labor  in  a  shoe  factory  is  very  largely  on  a  piece  basis.  There 
is,  however,  a  considerable  amount  of  productive  day  labor  and 
piece  prices  frequently  change.  It  is  desirable,  therefore,  to  have 
a  monthly  and,  if  possible,  a  weekly  comparison  between  actual 
and  estimated  cost  of  labor.  This  comparison  should  be  made  by 
departments  if  possible,  but  it  is  hardly  advisable  to  go  further, 
as  the  multiplicity  of  operations  is  too  great. 
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There  should  also  be  a  monthly  comparison  between  the  actual 
and  estimated  manufacturing  overhead  by  its  main  elements. 

The  importance  to  the  shoe  industry  of  the  frequent  compari- 
son of  actual  and  estimated  cost  naturally  leads  to  the  question  of 
the  most  satisfactory  and  practicable  form  of  cost  system  for  this 
industry. 

The  method  of  carrying  goods  in  process  and  finished  product 
at  actual  cost  and  showing  the  manufacturing  and  trading  profit 
as  the  difference  between  the  actual  cost  of  the  goods  sold  and  the 
selling  price,  less  selling  and  administrative  expenses,  is  of  very 
doubtful  practicability  as  applied  to  the  shoe  industry.  In  the  first 
place  this  method  does  not  lend  itself  readily  to  a  quick  compari- 
son of  actual  and  estimated  cost  incorporated  in  and  provable  by 
the  double-entry  bookkeeping  system,  which  is  of  vital  practical 
importance.  Further,  in  order  to  get  an  accurate  cost  of  goods 
sold,  it  necessitates  the  carrying  of  built-up  costs  for  each  unit 
of  production.  As  previously  stated,  the  unit  of  production  on 
which  the  shop  order  is  based  in  almost  all  shoe  factories  is  a 
case  of  shoes.  Certain  main  items  of  cost  may  be  applied  definitely 
to  each  case  of  shoes,  although  in  many  instances,  as  in  the  upper- 
leather  cutting,  where  two  or  more  cases  of  shoes  of  different 
pattern  and  quality  are  cut  together  in  the  same  job,  the  division 
of  cost  would  have  to  be  more  or  less  arbitrary. 

On  some  of  the  smaller  elements  the  amount  of  detail  which 
would  be  required  properly  to  allocate  the  cost  to  each  case  of 
shoes  would  make  it  absolutely  impracticable. 

The  more  satisfactory  method  has  been  found  to  be  to  carry 
goods  in  process  and  finished  goods  on  the  basis  of  the  estimates, 
to  show  the  cost  of  goods  sold  on  the  same  basis  and  to  handle  the 
variation  between  actual  and  estimated  costs  as  manufacturing 
losses  and  gains. 

This  gives  the  manufacturer  the  real  picture  of  his  business 
that  he  wants :  namely,  the  difference  between  his  plan  and  his 
accomplishment;  and  when  proper  reserves,  based  on  manufactur- 
ing gains  and  losses  actually  shown,  are  set  up  against  the  goods 
in  process  and  finished  goods,  it  shows  thee  inventories  at  cost 
and  furnishes  a  basis  for  determining  market  value  if  less  than 
cost. 
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EDITORIAL 


Things  as  They  Are 


"The  problems  confronting  us  are  many  and  complex,  but 
putting  aside  all  selfishness  may  we  continue  to  work  for  the 
upbuilding  of  our  profession  in  a  spirit  of  honesty,  of  courage 
and  of  common  sense." 

These  words  come  down  through  the  years  intervening  since 
the  congress  of  accountants  in  1904  as  a  perpetual  challenge.  But 
it  is  a  challenge  that  accountancy  in  America  can  meet.  The  pro- 
fession has  laid  aside  selfishness  and  has  worked  whole-heartedly 
for  the  common  good.  To  take  one  instance,  where  many  could 
be  cited,  witness  the  endowment  fund  of  the  Institute,  now 
amounting  to  more  than  $170,000,  which  has  made  possible  a 
consulting  and  advisory  service  such  as  is  scarcely  rendered  by 
any  other  profession  to  its  members  or  to  the  public.  To  the  fund 
must  be  given  the  credit,  too,  for  the  Accountants'  Index  which, 
although  published  only  a  few  weeks  ago,  has  taken  its  rank  as 
one  of  the  works  of  a  generation.  The  cost  and  risk  involved  in 
this  publication  would  have  been  prohibitive  to  any  private  under- 
taking, while  the  service  the  Index  will  render  is  not  confined  to 
accountants — it  will  help  educators,  lawyers,  financiers  and  busi- 
ness men  of  all  walks. 

The  profession  has  contributed  liberally  to  business  education, 
to  the  conduct  of  the  recent  war  and  to  public  service.  It  has 
evolved  standards  of  qualifications  and  uniform  examinations  that 
are  now  in  force  in  some  thirty-six  states.  It  has  developed  a 
national  organization  that  works  harmoniously  with  the  state 
organizations  and  it  now  has  headquarters  in  a  building  of  its 
own.  And  through  national,  state  and  in  a  newer  and  most 
promising  type  of  regional  meeting  it  is  promoting  that  spirit  of 
professional  solidarity,  indicative  of  vigorous  life. 
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In  a  world  containing  so  much  of  trouble  and  discouragement, 
it  is  worth  while,  even  at  the  risk  of  a  charge  of  egoism,  to  pause 
for  a  brief  review  of  the  milestones  in  accountancy  in  America 
since  1904.  It  may  be  an  inspiration  toward  better  things. 


As  We  Advance 

Now  that  accountants  are  beginning  to  come  to  that  point 
of  public  prominence  which  the  importance  of  their  vocation 
justifies,  it  is  probably  inevitable  that  there  should  be  an  increas- 
ing amount  of  criticism  of  the  profession. 

The  insignificant  man  in  the  country  town  seldom  attracts 
much  favorable  or  unfavorable  comment;  but  when  he  moves 
into  the  big  city  and  becomes  a  power  his  enemies  seem  to  mul- 
tiply almost  as  rapidly  as  his  friends.  In  somewhat  the  same 
way,  the  accounting  profession  has  lately  come  in  for  several 
attacks  which  in  the  old  days  of  the  profession's  unimportance 
would  probably  not  have  been  made. 

During  the  war  and  even  more  since  the  war,  the  public  has 
begun  to  awake  to  the  fact  that  the  accountant  is  not  merely  a 
necessity  but  also  a  blessing  to  the  body  politic  and  commercial. 
Accountants  have  been  appointed  to  positions  of  great  trust  and 
responsibility  in  governmental,  financial  and  industrial  under- 
takings— positions  whose  duties  did  not  seem  to  be  solely  or 
even  chiefly  associated  with  questions  of  accounts.  The  modern 
accountant  has  become  financial  advisor  not  only  of  business 
men  but  of  governments. 

Even  in  Great  Britain,  where  for  many  years  prior  to  the 
war  the  profession  was  better  recognized  than  here,  accountants 
have  increased  their  sphere  of  influence  during  war  and  recon- 
struction and  have  undertaken  and  carried  to  a  successful  con- 
clusion tasks  of  such  great  value  nationally  and  internationally 
that  the  profession  now  stands  at  the  very  forefront. 

It  is  pleasant  to  remember  these  things  as  we  prepare  our 
minds  for  consideration  of  attacks  which  have  been  made. 

For  example,  the  Brooklyn  Daily  Eagle  not  long  ago  reported 
that  Mark  Eisner,  former  collector  of  internal  revenue  of  Man- 
hattan district,  speaking  before  the  members  of  the  Brooklyn 
Bar  Association,  declared  that 

The  whole  system  of  income  taxation  as  it  exists  today  is  the 
plan  of  accountants,  although  it  is  gradually  being  revised  as  solicitors 
for  the  treasury  department  get  more  control  of  the  work,  and  soon 
the  whole  scheme  will  be  perfectly  simple  and  decipherable,  even  to 
a  school  boy. 
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The  paper  which  reported  this  remarkable  declaration  is  not 
given  to  misstatement,  although  it  may  have  erred  in  the  present 
instance.  If,  however,  the  report  was  correct,  Mr.  Eisner  has 
qualified,  in  our  estimation,  as  a  wit.  Everyone  knows  that  when 
phraseology  is  that  of  the  law  it  is  perfectly  simple.  Yet  we  have 
labored — and  still  do  labor — under  the  impression  that  account- 
ants had  done  more  than  any  other  advisors  to  bring  about  the 
application  of  business  sense  to  the  administration  of  the  law. 

Mr.  Eisner  must  have  had  his  tongue  in  his  cheek  when 
he  spoke. 

The  Minneapolis  Journal  in  a  comparatively  recent  issue  quotes 
Roger  W.  Babson  as  saying: 

People  little  realize  what  the  income  and  other  federal  taxes  are 
doing  to  kill  prosperity  and  enterprise.  The  bank  clearings,  building 
permits  and  other  figures  now  coming  out  for  the  two  weeks  preceding 
March  15  (when  the  federal  tax  statements  were  due)  indicate  that  the 
time  which  5,000,000  people  have  given  simply  to  preparing  these 
reports  resulted  in  a  loss  of  about  $1,000,000,000  in  sales,  $550,000,000 
in  manufacturing  and  $500,000,000  in  other  lines.  If  we  add  to  these 
figures  the  time  of  bookkeepers,  accountants,  government  tax  officials, 
collectors  and  inspectors  whose  work  is  wholly  unproductive,  and 
who — from  the  economist's  point  of  view — are  simply  parasites  on 
the  country,  we  have  far  greater  losses. 

We  have  long  had  a  suspicion  that  there  was  something  the 
matter  with  the  economists.  It  is  evidently  their  point  of  view. 

Mr.  Babson  deserves  to  rank  with  Mr.  Eisner  as  a  wit. 

Now  comes  the  Philadelphia  Public  Ledger  with  these  kind 
words : 

Coal  needs  an  investigation.  Not  by  a  bunch  of  certified  public 
accountants  or  sociologists,  who  love  a  smell  for  the  smell's  sake, 
but  by  a  body  of  men  in  whom  the  country  has  confidence. 

This  is  very  indelicate  of  the  Ledger.  And  what  have 
accountants  done  to  offend?  We  had  entertained  the  belief 
that  the  country  year  by  year  was  displaying  greater  and  greater 
confidence  in  accountants. 

Speaking  seriously,  it  is  really  unfortunate  that  so  excellent 
a  paper  as  the  Public  Ledger  should  be  guilty  of  so  silly  a  remark. 
Would  the  paper  suggest  that  accountants  should  be  eliminated 
from  investigations?  Would  the  investor  be  pleased?  Would 
the  man  of  business  feel  safe? 

As  stated  at  the  beginning  of  this  comment,  attack  is  the 
penalty  of  prominence,  and  we  must  make  the  best  of  it.  We 
can  only  hope  that  no  attack  will  ever  have  greater  foundation 
in  fact. 
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American  Institute  of  Accountants 

The  annual  meeting  of  the  American  Institute  of  Accountants 
will  be  held  at  the  New  Washington  hotel,  Washington,  D.  C., 
Tuesday  and  Wednesday,  September  20  and  21,  1921.  Meetings 
of  the  council  of  the  Institute  will  be  held  on  Monday,  Septem- 
ber 19,  and  Thursday,  September  22. 

Attention  is  drawn  to  this  meeting  because  of  its  importance. 
Several  matters  of  great  moment  to  the  whole  profession  and 
therefore  to  the  business  public  will  be  under  discussion,  and 
forward  steps  may  be  taken. 

It  is  hoped  that  all  who  are  interested  in  the  progress  of 
accountancy  who  may  be  in  Washington  at  the  time  of  the 
meeting  will  feel  free  to  attend  the  open  sessions  of  Tuesday 
and  Wednesday,  when  in  addition  to  discussions  of  professional 
procedure  there  will  be  many  excellent  addresses  on  accounting 
subjects. 
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EDITED  BY  STEPHEN  G.  RUSK 

There  has  been  a  great  accumulation  of  treasury  decisions  during  the 
past  three  or  four  months,  and  as  a  result  we  are  greatly  tempted  to  winnow 
out  those  decisions  which  seem  not  to  be  of  general  importance.  This  policy 
we  hesitate  to  pursue  because  there  may  be  accountants  who  depend  upon 
THE  JOURNAL  OF  ACCOUNTANCY  to  keep  them  posted  as  to  all  treasury  de- 
cisions bearing  on  federal  income  tax  that  are  handed  down. 

Another  reason  for  hesitating  to  select  those  which  seem  to  be  of  general 
importance  is  the  fact  that  our  judgment  as  to  what  is  of  general  importance 
may  be  found  defective.  The  fact  that  THE  JOURNAL  OF  ACCOUNTANCY 
reaches  all  parts  of  the  United  States  and  comes  under  the  eyes  of  account- 
ants who  must  meet  the  various  phases  of  the  income-tax  law  and  its 
problems  makes  the  work  of  determining  what  is  of  general  importance 
difficult  if  not  impossible. 

We  shall,  therefore,  pursue  the  policy  of  publishing  all  the  decisions. 
This  policy  will  necessitate  a  delay  sometimes  in  publishing  decisions  be- 
cause of  the  pressure  for  space  in  the  JOURNAL.  Because  of  this  lack  of 
space  we  do  not  further  comment  in  detail  upon  any  of  the  decisions  published 
in  this  month's  issue,  but  present  the  decisions  themselves  for  study  and 
thought. 

TREASURY  RULINGS 

(T.  D.  3166.   May  19,  1921.) 

Trustees  in  liquidation — Decision  of  court 

1.  TRUSTEES  AS  OFFICERS  OF  COURT-. 

Trustees  liquidating  a  dissolving  corporation,  under  direction  of  the 
court,  as  provided  by  sections  3447  and  3448  of  the  general  statutes  of 
Connecticut,  are  not  officers  of  such  court. 

2.  LEGALITY  OF  ASSESSMENT — RESTRAINING  ORDER. 

The  court,  under  the  circumstances  above,  has  no  jurisdiction  to  pass 
on  the  legality  of  the  assessment  of  internal  revenue  taxes  or  to  issue  an 
order  restraining  the  assessment  or  collection  thereof. 

In  two  recent  cases  before  the  supreme  court  of  errors  for  the  state 
of  Connecticut  the  trustees  in  liquidation  of  the  affairs  of  the  Derby 
Manufacturing  Co.  of  Derby,  Conn.,  raised  the  contention  that,  under 
the  provisions  of  the  Connecticut  law  providing  for  the  voluntary 
dissolution  of  corporations,  they  were  properly  to  be  considered  offi- 
cers of  the  court  because  they  were  subject  to  certain  orders  of  the 
court  in  the  final  winding  up  of  the  affairs  of  the  company.  This 
matter  is  of  general  interest  to  the  internal  revenue  service  and  for 
that  reason  the  facts  involved,  together  with  the  material  portions  of 
the  opinions  handed  down  by  the  court,  are  set  forth  below. 

On  February  27,  1919,  Joseph  Willmann  et  al.,  trustees  in  liquida- 
tion, petitioned  the  court  for  the  issuance  of  an  order  limiting  a  period 
within  which  all  claims  against  the  corporation  should  be  presented 
and  for  such  additional  orders  from  time  to  time  relative  to  the  wind- 
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ing  up  of  the  affairs  of  the  corporation  as  might  be  proper  and  neces- 
sary in  accordance  with  the  statutes  of  the  state  of  Connecticut.  On 
the  same  date  the  superior  court  for  New  Haven  County,  Conn., 
issued  an  order  providing  that  all  claims  against  the  Derby  Manufac- 
turing Co.  should  be  presented  to  said  trustees  within  four  months 
from  February  27,  1919.  Among  the  claims  presented  pursuant  to 
this  order  was  one  of  the  United  States,  presented  by  James  J.  Walsh, 
collector  of  internal  revenue  for  the  district  of  Connecticut,  for 
additional  income,  excess-profits,  and  war-profits  taxes  for  the  years 
1916,  1917  and  1918;  and  also  for  taxes  not  then  determined  for 
that  portion  of  1919  up  to  the  date  of  the  cessation  of  business  by 
such  corporation. 

On  June  1,  1920,  the  trustees  reported  the  claims  of  the  United 
States  wherein  they  disallowed  the  major  portion  thereof.  The  court 
entered  an  order  approving  the  report  and  providing  that  written 
notice  should  be  given  to  the  United  States,  through  the  commis- 
sioner of  internal  revenue,  and  to  James  J.  Walsh,  collector,  that 
unless  the  disallowed  portion  of  the  claim  was  made  the  subject  .of 
application  to  the  court  for  allowance  within  two  weeks,  the  same 
should  be  barred.  Thereafter,  the  United  States  attorney  for  the 
district  of  Connecticut  filed  a  petition  on  behalf  of  the  United  States 
for  the  allowance  of  the  entire  claim.  On  June  29,  1920,  the  trustees 
in  liquidation  filed  with  the  court  an  application  for  a  restraining 
order  against  the  collector,  asking  that  the  collector  be  restrained 
from  interfering  with  their  possession  of  the  company's  property, 
notwithstanding  the  fact  that  there  was  pending  in  this  office  a  claim 
in  abatement  covering  the  taxes  in  question,  during  the  pendency 
of  which  no  distraint  proceedings  would  have  been  carried  out  by 
the  collector.  It  was  alleged  that  the  trustees  were  officers  of  the 
court  and  that  an  interference  by  the  collector  with  their  possession 
would  be  a  contempt  of  the  court.  Upon  the  hearing  of  this  appli- 
cation, the  superior  court  of  New  Haven  County  refused  to  grant 
the  restraining  order.  Thereafter,  on  September  20,  1920,  the  trus- 
tees filed  another  application  for  a  restraining  order  and  for  instruc- 
tions from  the  court  as  to  the  duty  of  the  trustees  in  relation  to  such 
claims  of  the  United  States,  and  for  a  hearing  by  the  court  to  deter- 
mine what  taxes,  if  any,  were  due  the  United  States.  This  appli- 
cation was  made  upon  the  theory  that  the  trustees  in  liquidation 
were  officers  of  the  court,  in  view  of  the  fact  that  in  winding  up  the 
affairs  of  the  corporation  they  were  subject  to  the  orders  of  the  court, 
and  that,  in  order  that  proper  instructions  might  be  issued  to  them 
in  connection  with  the  government's  claim  for  taxes,  the  court  should 
hear  and  determine  the  proper  amount  due  and  that  the  collector 
should  be  restrained  from  taking  any  steps  to  distrain  upon  the 
company's  property  in  the  satisfaction  of  any  sum  in  excess  of 
the  amount  the  court  should  allow.  On  October  15,  1920,  upon 
hearing  such  application,  the  superior  court  was  of  the  opinion  that 
it  had  no  jurisdiction  to  hear  and  determine  the  claim  of  the  United 
States  for  taxes  and  that  the  assessment  of  the  commissioner  of 
internal  revenue  was  conclusive  upon  it.  The  court  directed  the 
trustees  to  pay  the  government's  claim  for  taxes,  authorizing  them 
to  take  steps  to  protect  the  estate  of  the  corporation  by  way  of  claim 
for  refund  and  suit  to  recover  back  the  taxes  paid.  Judgment  was 
therefore  entered  in  favor  of  the  United  States.  From  this  order  and 
judgment,  and  from  the  order  denying  the  application  of  the  trustees 
dated  June  29,  1920,  an  appeal  was  taken  to  the  supreme  court  of 
errors  for  the  state  of  Connecticut  as  above  indicated. 

Under  the  Connecticut  laws  of  1918  (sees.  3446  and  3447),  upon 
voluntary  dissolution  of  a  corporation,  upon  vote  of  the  stockholders, 
the  directors  are  made  trustees  in  the  liquidation  of  the  affairs  of 
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the  corporation.  Such  trustees  may  apply  (sec.  3448)  to  the  superior 
court  for  the  county  in  which  such  corporation  is  located  for  the 
limitation  of  a  period  for  the  presentation  of  claims  against  the 
corporation.  Upon  the  limitation  of  such  a  period  by  the  court, 
it  is  provided  that  such  trustees  shall  proceed  to  wind  up  the  affairs 
of  the  corporation  under  the  direction  of  the  court  in  the  same  manner 
as  if  they  were  receivers.  It  is  provided  (sec.  3449)  that  any  claim 
not  presented  within  the  time  limited  shall  be  barred,  unless  the 
owner  thereof  shall  commence  an  action  to  enforce  the  same  within 
four  months  after  notice  from  the  trustees  of  rejection. 

The  matter  was  made  the  subject  of  two  decisions  of  the  court:  (1) 
Joseph  Willmann  ei  al.,  trustees  in  liquidation,  v.  James  J .  Walsh,  colleclor, 
wherein  it  considered  whether  such  trustees  were  properly  to  be 
considered  officers  of  the  court,  and  (2)  In  re  application  of  Joseph 
Willmann  et  al.,  trustees  in  liquidation,  wherein  the  court  considered 
whether  the  lower  court  had  jurisdiction  to  hear  and  determine  the 
legality  of  the  assessment  made  by  the  commissioner  of  internal 
revenue,  and  whether  or  not  a  restraining  order  should  be  issued. 

The  court  said  in  the  first  case: 

The  plaintiffs  were  trustees  in  liquidation  of  the  company  with 
such  relation  to  the  property  as  proceedings  under  the  general  statutes 
(sees.  3447  and  3448)  created.  The  plaintiffs  claim  that  by  such  pro- 
ceedings they  became  receivers  of  the  court  in  relation  to  the  property 
of  the  corporation,  and  hence  that  the  property  came  into  the  custody 
of  the  law. 

The  directors  of  a  corporation  acting  as  trustees  in  liquidation 
under  general  statutes  (sec.  3447  only)  are  obviously  not  receivers  or 
officers  of  the  court.  If  such  trustees,  in  the  exercise  of  their  discre- 
tion, make  application  to  the  superior  court  under  section  3448  they 
do  not  thereby  change  their  relation  to  the  property  of  the  corpora- 
tion; they  are  still  merely  trustees  in  liquidation  and  not  officers  of 
the  court  holding  the  property  in  the  custody  of  the  law. 

There  are  provisions  in  the  statutes  and  an  absence  of  provisions  relative 
to  the  winding  up  proceedings  by  trustees  under  sections  3447  and  3448 
which  clearly  indicate  that  it  was  not  the  legislative  intent  to  make 
them  receivers  by  the  enactment  of  section  3448  of  the  general  statutes. 
Under  sections  3448,  3449,  and  3450  the  trustees  may,  in  their  discre- 
tion, secure  an  order  of  court  limiting  a  time  for  presentation  of 
claims.  But  if  a  claim  so  presented  is  disallowed,  the  creditor,  without 
the  necessity  of  securing  the  permission  of  the  court,  must  begin  an 
action  to  enforce  the  claim  within  four  months  after  disallowance. 
This  course  of  proceeding  differs  radically  from  that  pursued  upon 
the  disallowance  of  a  claim  in  a  receivership.  Section  3448  of  the 
general  statutes  provides  that  if  trustees  in  liquidation  under  section 
3447  bring  an  application  to  the  superior  court  for  the  limitation  of 
time  within  which  claims  must  be  presented,  they  shall  still  proceed  to 
wind  up  affairs  of  the  corporation  in  accordance  with  the  provisions 
of  section  3447.  The  provision  of  general  statutes  (sec.  3450)  permit- 
ting a  creditor,  pending  the  winding  up  of  proceedings  of  trustees  in 
liquidation,  to  secure  the  appointment  of  receivers  of  the  corporation 
in  liquidation,  would  be  a  useless  provision  if  the  trustees  were  already 
receivers  and  subject  to  the  ordinary  power  of  the  court  to  remove  its 
receivers  for  good  cause  shown.  There  is  no  provision  in  the  statutes 
relating  to  trustees  in  liquidation  providing  that  they  shall  furnish 
bonds  as  is  required  of  receivers  by  general  statutes  (sec.  6082). 

That  the  trustees  under  this  section  are  not,  by  their  application  to 
the  court  to  limit  a  time  for  the  presentation  of  claims,  made,  by  that 
act,  receivers  of  the  corporation.  They  are  still  to  wind  up  the  cor- 
poration in  accord  with  section  3447,  but  they  may  secure  direction 
from  the  court  in  the  same  manner  as  if  they  were  receivers.  Fur- 
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thermore,  it  is  hardly  conceivable  that  it  was  the  legislative  intent,  by 
the  enactment  of  section  3448,  to  permit  the  directors  acting  as 
trustees,  at  their  discretion,  to  convert  an  entire  board  of  directors 
into  a  board  of  receivers  of  the  superior  court  with  the  unnecessary 
expense  thereby  imposed  upon  the  corporation  and  possibly  upon  the 
creditors. 

The  winding-up  proceedings  of  a  corporation  under  sections  3447 
and  3448,  although  under  the  direction  of  the  court,  are  not  the  formal 
proceedings  of  a  statutory  receivership,  but  are  informal  proceedings 
which  do  not  bring  the  assets  of  the  corporation  into  the  custody  of 
the  law.  The  proceedings  are  similar  to  those  considered  in  In  re 

Litchfield  County  Agricultural  Society  (91  Conn.,  536). 

******* 

In  the  second  case  the  court  said: 

We  have  held  in  the  companion  case  heard  with  this  case  that  the 
trustees  in  liquidation  acting  under  general  statutes  (sees.  3447  and 
3448)  are  not  receivers,  and  that  their  possession  of  the  assets  of  a 
corporation  is  not  the  custody  of  the  law,  and  that  the  assets  in  their 
hands  are  therefore  subject  to  such  procedure  for  the  collection  of 
taxes  in  the  United  States  as  the  laws  of  the  United  States  permit. 

The  court,  therefore,  under  this  claim  correctly  refused  to  issue 
the  restraining  order. 

There  was  further  presented  to  the  trial  court  the  request  of  the 
trustees  for  instructions  and  for  a  hearing  by  the  court  to  determine 
what  federal  taxes,  if  any,  were  due. 

Under  the  record  and  facts  found,  it  appears  that  the  collector  of 
internal  revenue  presented  claims  of  the  United  States  for  taxes  to 
the  trustees.  The  trustees  in  a  supplemental  report  to  the  superior 
court,  filed  June  1,  1920,  reported  these  claims  and  stated  that  there 
were  five  items  of  such  claims  and  that  the  trustees  had  paid  two 
items  and  disallowed  three  items,  and  recommended  the  court  to  dis- 
allow the  three  items.  The  court  on  the  same  day,  obviously  pro 
forma,  disallowed  the  three  items  and  ordered  notice  to  be  given  to 
the  United  States  and  its  collector  of  internal  revenue,  as  appears  in 
paragraph  2  of  the  finding,  recited  in  the  preliminary  statement.  Upon 
notice  to  the  collector  of  such  disallowance,  he  appeared  in  court  and 
made  application  for  an  order  that  the  claim  of  the  United  States  for 
taxes  so  disallowed  be  paid.  The  collector  in  his  application  alleged 
that  the  three  items  of  federal  taxes  in  controversy  were  "duly  assessed 
by  the  proper  authority  in  behalf  of  the  United  States."  In  the 
recommendation  of  the  trustees  to  the  court  for  the  disallowance  of 
the  three  items  of  federal  taxes  there  is  no  suggestion  that  such 
assessment  of  federal  taxes  as  made  against  the  corporation,  whether 
legal  or  not,  was  not  made  by  the  proper  authority  of  the  United 
States.  The  trustees  moved  that  the  court  proceed  to  a  hearing  and 
determination  of  the  taxes  legally  due  by  the  corporation  to  the 
United  States.  The  court  ruled  that  it  then  had  no  jurisdiction  to 
hear  and  determine  the  amount  of  taxes  legally  due  the  United  States 
from  the  corporation.  This  ruling  of  the  court  was  correct. 

It  is  a  necessary  inference  from  the  finding  (par.  6)  that  the  cor- 
poration had  applied  to  the  proper  officials  of  the  treasury  depart- 
ment of  the  United  States  for  the  abatement  of  the  taxes  objected  to. 
Upon  the  record  there  was  no  question  that  the  proper  officials  of  the 
United  States  had  made  an  assessment  of  the  taxes  in  question. 

Section  5947  (sec.  3224  R.  S.,  U.  S.)  of  the  compilation  of  the 
United  States  statutes,  1916,  provides  that: 

No  suit  for  the  purpose  of  restraining  the  assessment  or  collection 
of  any  tax  shall  be  maintained  in  any  court. 

Section  5949  (sec.  3226  R.  S.,  U.  S.)  of  such  compilation  pro- 
vides that: 
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No  suit  shall  be  maintained  in  any  court  for  the  recovery  of  any 
internal  tax  alleged  to  have  been  erroneously  or  illegally  assessed  or 
collected,  or  of  any  penalty  claimed  to  have  been  collected  without 
authority,  or  of  any  sum  alleged  to  have  been  excessive  or  in  any 
manner  wrongfully  collected  until  appeal  shall  have  been  duly  made 
to  the  commissioner  of  internal  revenue,  according  to  the  provisions 
of  the  law  in  that  regard,  and  the  regulations  of  the  secretary  of  the 
treasury  established  in  pursuance  thereof,  and  a  decision  of  the  com- 
missioner has  been  had  thereon:  Provided,  that  if  such  decision  is 
delayed  more  than  six  months  from  the  date  of  such  appeal,  then  the 
said  suit  may  be  brought,  without  first  having  a  decision  of  com- 
missioner, at  any  time  within  the  period  limited  in  the  next  section. 

These  restrictions  are  binding  upon  state  courts. — Collector  v.  Hubbard 
(12  Wall.,  1),  reversing  Hubbard  v.  Brainard  (35  Conn.,  563). 

In  Snyder  v.  Marks  (109  U.  S.,  189,  195),  the  United  States  supreme 
court  held  that  in  regard  to  the  above  provisions  of  the  federal  statutes — 

The  remedy  of  a  suit  to  recover  back  the  tax  after  it  is  paid  is  pro- 
vided by  statute  and  a  suit  to  restrain  its  collection  is  forbidden.  The 
remedy  so  given  is  exclusive,  and  no  other  remedy  can  be  substituted  for 
it— Hastings  v.  Herold  (184  Fed.,  759). 

The  facts  found  disclose  that  the  federal  taxes  involved  in  these  pro- 
ceedings have  not  been  paid  and  that  a  claim  for  the  abatement  of  said 
taxes  is  pending  before  the  commissioner  of  internal  revenue,  under  sec- 
tion 5949  (sec.  3226,  R.  S.,  U.  S.)  of  the  compilation  of  United  States 
statutes,  1916.  Under  such  facts,  in  accord  with  the  terms  of  section  5949 
(sec.  3226,  R.  S.,  U.  S.)  no  suit,  formal  or,  as  here,  informal,  can  be  main- 
tained to  recover  back  or  to  abate  federal  taxes  in  any  court,  state  or 
federal.  Under  section  5947  of  such  compilation  no  suit,  formal  or  in- 
formal, can  be  maintained  to  restrain  the  collection  of  federal  taxes. 
Therefore,  the  superior  court  had  no  jurisdiction  to  pass  upon  the  legality 
of  the  assessment  of  the  internal  revenue  taxes  in  question,  or  to  issue  a 
restraining  order  relating  thereto,  because  of  the  provisions  of  the  United 
States  statutes  quoted  above. 

(T.  D.  3170.  April  28,  1921.) 
Income  tax — Revenue  act  of  1916 — Decision  of  court. 

1.  INCOME — DIVIDENDS  PAID  IN  DEBENTURE  BONDS. 

A  dividend  paid  in  debenture  bonds  of  the  corporation  is  income  to  the 
stockholders. 

2.  DIVIDENDS    PAID    IN    DEBENTURE    BONDS — DISTINGUISHED    FROM    STOCK 

DIVIDENDS. 

Where  a  dividend  is  paid  in  debenture  bonds,  the  stockholders  receive 
property  in  the  form  of  securities  available  for  disposition  in  the  market, 
and  entirely  severed  or  distinguished  from  their  control  of  the  property  as 
stockholders,  which  securities  call  for  the  payment  of  cash  and  do  not 
invest  the  holder  with  merely  a  different  form  of  holding  of  stock. 

3.  PRIORITY  OF  GENERAL  CREDITORS  OVER  RECIPIENTS  OF  DIVIDEND  PAID  IN 

DEBENTURE  BONDS. 

There  is  no  question  between  persons  receiving  a  dividend  paid  in 
debenture  bonds  and  general  creditors  where  the  corporation  is  solvent, 
and  any  priority  one  might  have  over  the  other  is  immaterial. 

The  appended  decision  of  the  United  States  district  court,  eastern  dis- 
trict of  New  York,  dated  March  17,  1921,  in  the  case  of  Richard  R. 
Doers  chuck  v.  United  States  of  America  and  three  companion  cases,  is 
published  for  the  information  of  internal  revenue  officers  and  others 
concerned. 
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UNITED  STATES  DISTRICT  COURT,  EASTERN  DISTRICT  OF  NEW  YORK. 

Richard  R.  Doerschuck,  Ralph  M.  Thomas,  Walter  J.  Doerschuck,  George 

C.  Doerschuck  v.  United  States  of  America. 

[March  17,  1921.] 

CHATFIELD,  Judge:  The  plaintiff  in  each  of  the  above  actions  has  paid 
income  tax  on  one-quarter  of  an  issue  of  debenture  bonds  of  the  North 
American  Brewing  Co.,  which  came  into  the  hands  of  the  plaintiffs  because 
of  the  ownership  by  each  of  1,230  shares  (or  one-quarter)  of  the  entire 
capital  stock  of  said  North  American  Brewing  Co.  The  directors  of  said 
corporation  had  voted  an  issue  of  $738,000  of  debenture  bonds  from  a  sur- 
plus or  undivided  profits  amounting  to  $840,368.09,  which  had  accrued 
between  1906  and  July  1,  1916. 

The  portion  of  the  bonds  representing  surplus  earned  before  March  1, 
1913,  was  not  taxed,  and  hence  is  not  involved  in  these  actions.  The  bal- 
ance, viz.,  $262,334.44,  was  assessed  as  income  for  the  year  1916,  during 
which  year  each  of  the  plaintiffs  had  received  his  one-quarter  part  of  said 
funds. 

In  the  case  of  Eisner  v.  Macomber  (252  U.  S.,  189)  shares  of  stock 
were  issued  in  the  form  of  a  dividend  to  stockholders,  leaving  ownership 
of  the  property  in  the  stockholders  the  same  as  before  the  issuance ;  that 
is,  the  property  representing  the  value  of  the  stock  was  the  same,  and  the 
only  change  was  that  each  stockholder  held  two  certificates  representing 
in  the  aggregate  and  in  theory  the  same  stock  value  as  previously  had 
been  represented  by  one  certificate.  It  was  held  in  that  case  that  such 
stock  dividend  was  not  equivalent,  for  the  purpose  of  income  tax,  to  the 
payment  of  a  dividend  in  property  or  in  cash,  and  was  not  to  be  taxable  as 
income  under  the  law  of  September  8,  1916,  sections  1,  2,  and  3. 

The  plaintiffs  in  the  present  action  rely  upon  the  case  of  In  re  Fech- 
heimer  Fishel  Co.  (212  Fed.,  357),  which  holds  that  debenture  bonds,  hav- 
ing the  characteristic  features  of  preferred  stock,  are,  from  the  standpoint 
of  creditors  of  the  corporation,  when  the  corporation  becomes  insolvent,  no 
different  than  such  preferred  stock. 

It  would  follow  from  this  that  for  the  purpose  of  liquidation  or  disso- 
lution of  the  corporation,  or  for  consideration  in  insolvency  or  bankruptcy 
proceedings,  such  debenture  holders  would  not  rank  as  general  creditors. 

Plaintiffs  also  cite  the  case  of  Cass  v.  Realty  Securities  Co.  (148  App. 
Div.,  96),  which  held  that  bonds  having  a  definite  date  and  conditioned  as 
were  the  debenture  bonds  in  the  present  action  were  for  the  purpose  under 
consideration  in  that  case  equivalent  to  preferred  stock  and  should  not  be 
considered  as  bonds  in  the  usual  meaning  of  that  word. 

It  has  been  held  in  Peabody  v.  Eisner  (247  U.  S.,  347)  that  a  dividend 
of  shares  in  another  corporation  is  taxable  as  income  of  the  corporation 
owning  the  shares  and  distributing  it  as  a  dividend  in  specie  rather  than 
in  money. 

In  Stratton's  Independence  v.  Howbert  (231  U.  S.,  399),  it  was  held 
that  the  transformation  of  ores  in  a  mine  into  cash  proceeds  through  the 
business  of  mining  was  a  production  of  income  in  so  far  as  net  profits 
were  concerned,  and  that  the  amount  by  which  the  body  of  ore  was  reduced 
should  not  be  added  as  a  part  of  the  expenses  of  conducting  the  business. 
This  illustrates  the  difference  between  the  production  of  income  and  the 
mere  changing  of  form  in  which  capital  may  be  owned  by  the  individual 
stockholder. 

In  Eisner  v.  Macomber,  supra,  at  page  208,  the  court  says : 

The  stockholder  has  the  right  to  have  the  assets  employed  in  the  enter- 
prise, with  the  incidental  rights  mentioned;  but,  as  stockholder,  he  has  no 
right  to  withdraw,  only  the  right  to  persist,  subject  to  the  risk  of  the 
enterprise,  and  looking  only  to  dividends  for  his  return. 

It  is  apparent,  therefore,  in  the  present  case  that  the  plaintiffs  received 
an  actual  payment  (in  the  form  of  securities  available  for  disposition  in 
the  market,  and  entirely  severed  or  distinguished  from  their  control  of  the 
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property  as  stockholders)  of  profits  which  the  company  wished  to  dis- 
tribute as  earnings  to  its  stockholders.  It  did  this  by  distribution  of 
obligations  which,  like  a  promissory  note,  called  for  the  payment  of  cash, 
and  did  not  invest  the  holder  with  merely  a  different  form  of  holding  of 
stock. 

There  is  no  question  here  between  the  persons  receiving  this  dividend  and 
creditors  as  to  priority  of  payment.  Evidently,  so  far  as  these  debenture 
bonds  are  concerned,  the  corporation  was  solvent;  and  to  whatever  extent 
they  might  be  of  value,  this  value  was  separated  from  any  stockholders' 
control  of  the  corporation.  As  stated  in  Eisner  v.  Macombcr,  supra, 
at  page  212: 

It  is  said  that  a  stockholder  may  sell  the  new  shares  acquired  in  the 
stock  dividend,  and  so  he  may,  if  he  can  find  a  buyer.  It  is  equally  true 
that  if  he  does  sell,  and  in  doing  so  realizes  a  profit,  such  profit,  like  any 
other,  is  income,  and  so  far  as  it  may  have  arisen  since  the  sixteenth 
amendment,  is  taxable  by  congress  without  apportionment. 

The  debenture  bonds  in  the  suit  at  bar  fall  into  the  class  of  stock  sold 
rather  than  stock  held  in  a  continued  status  of  shareholder. 

The  complaints  should  be  dismissed. 


Herbert  Meade   Cherry 

Lt.-Col.  Cherry,  president  of  the  Institute  of  Chartered  Accountants 
of  Manitoba  in  1913,  died  in  Shaughnessy  military  hospital,  Vancouver, 
July  6,  1921. 

Lt.-Col.  Cherry  went  overseas  in  1914  with  the  8th  battalion,  C.  E.  F., 
and  after  service  in  France  was  transferred  to  the  auditor-general's  de- 
partment in  London,  where  his  accounting  ability  enabled  him  to  render 
valuable  service  to  his  country. 


Richard  Mitchell  Bateman 

Richard  Mitchell  Bateman,  member  of  the  American  Institute  of 
Accountants,  certified  public  accountant  of  Virginia  and  member  of  the 
Virginia  Society  of  Public  Accountants,  died  at  Norfolk,  Virginia,  July  23, 
1921.  Mr.  Bateman  was  well  known  to  accountants  in  Virginia  and  neigh- 
boring states.  He  was  always  interested  in  Institute  and  society  affairs. 


Missouri  Society  of  Certified  Public  Accountants 
At  the  annual  meeting  of  the  Missouri  Society  of  Certified  Public 
Accountants  held  in  Kansas  City,  June  10,  1921,  the  following  officers 
were  elected  for  the  ensuing  year:  president,  Edward  Fraser;  first 
vice-president,  V.  H.  Stempf;  second  vice-president,  Page  Lawrence; 
secretary,  F.  A.  Wright;  treasurer,  E.  H.  Wagner. 


S.  S.  Barnard  announces  the  opening  of  an  office  at  486  California 
street,  San  Francisco,  California. 


A.   G.   Hase   announces   the   opening  of   an   office   at  407    Belding 
building,  Stockton,  California. 


Students'  Department 

EDITED  BY  H.  A.  FINNEY 

NOTE — In  presenting  these  answers  to  the  auditing  questions  of  the 
American  Institute  examination  of  May,  1921,  the  editor  of  this  department 
wishes  to  caution  the  reader  against  assuming  that  the  answers  are  official. 
The  board  of  examiners  has  not  seen  the  answers,  still  less  approved  them. 

AMERICAN  INSTITUTE  OF  ACCOUNTANTS 

EXAMINATION  IN  AUDITING 

May  18,  1921,  9  A.  M.  to  12 :  30  P.  M. 

Answer  all  of  the  following  questions: 

1.  You  are  engaged  to  make  a  balance-sheet  audit  of  the  A.  B.  Co., 
a  corporation  trading  in  certain  patented  machines,  of  which  it  owns  the 
patents,  and  in  certain  accessory  materials  necessary  to  their  operation. 
The  company  owns  no  plant  but  buys  its  stock-in-trade  from  the  actual 
manufacturers.  The  bulk  of  its  business  consists  of  outright  sales,  but  it 
also  leases  some  of  its  machines  at  a  nominal  rental  under  contracts  which 
bind  the  lessees  to  buy  from  itself  all  the  accessory  materials.  It  owns  four 
patents,  which  are  20,  19,  18  and  5  years  old  respectively.  For  the  first 
three  patents  it  gave  practically  all  of  its  capital  stock  and  some  cash ; 
the  remaining  patent  covers  valuable  improvements  on  the  original  ma- 
chines invented  by  one  of  the  officers  and  is  assigned  to  the  company 
without  compensation,  but  the  company  has  charged  the  expenditures, 
including  part  of  officers'  salaries,  on  these  improvements  to  the  property 
account.  No  amortization  of  the  patents  has  ever  been  charged  off. 

On  your  arrival  at  the  company's  office  on  January  15,  1921,  the  follow- 
ing balance-sheet  of  December  31,  1920,  is  handed  to  you: 

BALANCE-SHEET—DECEMBER  31,  1920 
ASSETS 

(a)  Cash  :  in  banks  $. . . . 

"   petty  cash   fund    $ $ 

(b)  Notes   receivable:    trade,   officers'   and   other,   mingled   in 

one  account  without  distinction    $. ... 

(c)  Accounts  receivable:  trade,  officers'  and  other,  not  classi- 

fied and  no  provision  for  bad  debts   $ 

(d)  Investments:  stocks,  treasury  stock  and  Liberty  and  other 

bonds,  at  cost,  which  is  higher  than  present  market  value  $ 

(e)  Inventories :  from  perpetual  inventory  book,  no  actual  in- 

ventory ever   having  been   taken    $. . . . 

(f)  Contract  machines:   machines  leased   under  contract,  the 

cost  values  thereof  being  about  25%  of  the  total  amount 
charged  to  this  account,  the  difference  being  said  to  be 
the  cost  of  building  up  this  particular  part  of  the  business 
in  past  years  $.  . . . 

(g)  Property  account,  includes  cost  of  patents,  expenditures 

for  improvements  thereon,  patterns,  designs,  office  fur- 
niture and  fixtures,  etc.,  not  classified  in  any  way $. . . . 

Total  assets    $. . . . 

LIABILITIES 

(h)  Notes  payable :  trade  and  banks,  not  classified  $ 

(i)    Accounts  payable :  trade   $ 

Total    liabilities    $. ... 

(j)  Capital  stock:  authorized  and  outstanding $ 

Surplus $. . . . 


Net    worth    
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State  how  you  would  proceed  to  verify  each  item  of  the  foregoing 
balance-sheet,  in  view  of  the  facts  submitted,  and  also  what  steps,  if  any, 
you  would  require  the  company  to  take  before  you  would  sign  an  unquali- 
fied certificate. 

(Number  each  answer  to  correspond  with  the  item  number  on  the 
balance-sheet.) 

Answer  to  Question  I.  (a)  Each  bank  should  be  asked  for  a  statement 
showing  the  balance  in  bank  on  January  15,  1921,  and  on  December  31, 
1920.  Bank  reconciliations  should  be  made  as  of  January  15th, 
and  the  cash  book  transactions  for  the  first  half  of  January  vouched 
and  footed,  the  disbursements  for  the  fifteen  days  being  added  to 
the  balance  at  January  15th  and  the  receipts  deducted,  thus  proving 
the  balance  as  of  December  31st.  A  bank  reconciliation  for  each 
bank  should  then  be  made  as  of  December  31st.  Inquiry  should  be  made 
to  determine  whether  there  are  any  liens  against  the  bank  deposits  or 
whether  they  may  be  checked  against  at  the  option  of  the  management. 
All  bank  balances  should  be  verified  at  the  same  time  so  as  to  prevent 
transfers  from  one  bank  to  another  in  an  attempt  to  cover  a  shortage. 

The  petty  cash  fund  should  be  counted  on  the  15th  of  January;  the 
cash  in  the  fund  and  the  petty  vouchers  for  disbursements  since  the  last 
replenishment  should  equal  the  round  amount  established  for  the  fund. 
The  transactions  since  the  end  of  December  should  be  taken  into  con- 
sideration in  determining  the  amount  of  the  fund  at  December  31st,  and 
if  the  fund  was  not  replenished  at  that  date  and  the  expenses  charged 
up  the  auditor  should  make  adjustments  to  place  all  of  the  December 
expenses  on  the  books  and  reduce  the  fund  appearing  in  the  balance-sheet 
to  the  actual  cash  on  hand  at  the  end  of  the  year. 

(b)  The  notes  receivable  account  should  be  analyzed  to  determine  the 
amount  due  from  trade  debtors,  from  officers  and  from  others,  and  these 
should  be  separately  shown  in  the  balance-sheet.  An  inspection  of  the 
notes  on  hand  should  be  made  to  ascertain  whether  the  balance  of  the 
account  is  represented  by  actual  notes.  If  this  inspection  shows  that  any 
notes  carried  in  the  notes  receivable  account  are  past  due,  they  should  be 
taken  out  of  the  notes  receivable  account  and  shown  on  the  balance-sheet 
as  notes  receivable  past  due.  Until  recently  it  was  standard  practice  to 
charge  back  dishonored  notes  to  the  debtors'  personal  accounts  and  allow 
them  to  remain  there,  but  the  modern  tendency  is  to  charge  them  to  a 
dishonored  notes  account.  When  this  is  done  they  may  be  passed  through 
the  debtor's  account  to  show  the  fact  of  dishonor  for  credit  purposes. 
If  past-due  notes  are  found,  the  question  of  a  reserve  for  possible  loss 
should  be  considered. 

The  credit  side  of  the  notes  receivable  account  should  be  analyzed  to 
see  whether  it  has  been  the  practice  to  credit  this  account  when  notes  are 
discounted.  If  this  proves  to  be  the  case,  it  is  important  to  determine  the 
amount  of  unmatured  notes  still  outstanding  under  discount  and  to  show 
this  contingent  liability  on  the  balance-sheet.  At  the  same  time  the  auditor 
should  find  whether  there  are  any  matured  notes  which  have  been  dis- 
counted and  have  not  been  paid  by  the  makers,  as  these  will  probably 
have  to  be  paid  by  the  client. 
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(c)  The  accounts  receivable  due  from  trade  debtors  should  be  separated 
from  those  due  from  officers  and  others  for  several  reasons.  In  the  first 
place,  there  is  no  probability  of  an  officer's  account  being  paid  promptly, 
for  it  is  not  subject  to  credit  terms  as  in  the  case  of  accounts  receivable 
from  customers.  Hence  an  officer's  account  is  not  a  true  current  asset 
and  it  should  not  be  merged  with  the  current  asset  of  accounts  receivable 
in  the  balance-sheet.  In  the  second  place,  the  ratio  between  accounts 
receivable  from  trade  debtors  at  the  end  of  the  period  and  the  sales 
made  during  the  period  is  an  indication  of  the  age  of  the  accounts  and 
the  promptness  with  which  credit  sales  are  being  collected.  If  officers' 
accounts  are  included  with  the  trade  accounts,  this  ratio  is  disturbed  and 
a  greater  proportion  of  sales  will  appear  to  be  uncollected  than  is  really 
the  case.  In  the  third  place,  the  stockholders  who  examine  the  balance- 
sheet  are  entitled  to  the  information  that  the  funds  of  the  company  are 
being  tied  up  in  advances  to  officers. 

The  individual  accounts  should  be  scheduled  and  the  total  of  the 
schedule  should  agree  with  the  controlling  account,  if  one  is  kept.  If  it 
is  possible  to  obtain  the  consent  of  the  management,  the  trade  debtors 
should  be  circularized  as  this  is  the  only  positive  way  to  verify  the 
balances.  If  the  concern  sends  out  consignments,  the  method  of  recording 
them  should  be  investigated  to  see  whether  consignees  are  treated  as 
customers  and  consignments  are  put  through  the  books  as  sales  and 
charged  to  trade  debtors'  accounts.  If  this  is  found  to  be  the  case,  a 
statement  should  be  called  for  from  each  consignee;  any  sales  of  con- 
signed goods  made  by  the  consignee  prior  to  December  31st  and  not  settled 
for  by  him  at  that  date  should  be  shown  as  accounts  receivable,  and  the 
goods  unsold  in  his  possession  should  be  included  in  the  inventory.  Inquiry 
should  be  made  to  ascertain  whether  it  is  the  practice  to  assign  accounts, 
as  there  may  be  a  contingent  liability  arising  out  of  such  transactions. 

In  determining  the  proper  reserve  to  set  up  for  bad  debts,  it  will 
probably  be  impossible  to  apply  any  percentage  method  because  of  the 
fact  that  no  reserve  has  been  set  up  in  the  past;  this  indicates  laxness 
in  accounting  for  bad-debt  losses  and  where  such  laxness  exists  the  auditor 
will  be  unlikely  to  find  data  showing  past  losses  which  he  can  utilize  in 
estimating  future  losses.  It  will  therefore  be  necessary  to  make  an 
examination  of  each  customer's  account  to  determine  the  probability  of 
its  collection.  In  making  this  examination,  the  age  of  the  account  will 
be  an  important  fact  to  consider,  but  the  auditor  should  not  be  satisfied 
by  merely  finding  entries  of  a  recent  date.  He  should  note  whether  the 
balance  of  the  account  is  represented  by  these  recent  entries  or  whether 
there  are  old,  unsettled  items  running  back  for  some  time  and  followed 
by  recent,  paid  invoices.  If  this  is  the  case,  there  is  evidence  that  the 
old  items  are  in  dispute  and  may  never  be  collected.  Of  course,  this  is 
not  conclusive  evidence,  but  the  auditor  should  make  inquiry  as  to  the 
cause  of  such  an  unusual  condition.  Even  when  this  condition  does  not 
exist  and  recent  collections  have  been  made,  the  collections  may  be  so 
small  in  comparison  with  the  balance  as  to  indicate  that  the  collection  of 
the  entire  balance  is  doubtful.  In  setting  up  the  reserve,  a  charge  should 
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be  made  to  surplus  for  losses  on  accounts  arising  from  sales  of  prior 
periods,  and  a  charge  to  profit  and  loss  for  losses  arising  from  sales  of 
the  current  period. 

(d)  The  investment  securities  should  be  inspected  by  the  auditor,  or 
if  they  are  out  as  collateral  the  holders  should  be  asked  for  a  con- 
firmation certificate.  The  amount  of  treasury  stock  will  be  verified  in 
connection  with  the  investigation  of  the  capital  stock  accounts,  the  stock 
ledger  and  the  stock  certificate  stub  book  which  is  made  for  the  purpose 
of  verifying  the  outstanding  stock.  All  securities  should  be  examined  at 
the  same  time,  and  preferably  at  the  earliest  possible  opportunity  after 
beginning  the  audit.  While  examining  the  bonds,  the  auditor  should  note 
whether  any  coupons  due  at  a  future  date  have  been  detached. 

The  valuation  of  the  stocks  and  bonds  of  other  companies  will  depend 
on  whether  they  are  temporary  or  permanent  investments.  When  securities 
are  held  as  stock-in-trade,  which  is  evidently  not  the  case  here  since 
the  company  is  dealing  in  machines  and  accessory  material,  the  securities 
should  be  valued  in  accordance  with  the  general  inventory  rule  of  cost 
or  market,  whichever  is  lower.  If  they  are  not  stock-in-trade,  but  are 
held  as  temporary  investments  with  the  intention  of  converting  them 
into  cash  when  current  funds  are  needed,  they  are  still  current  assets 
and  their  valuation  on  the  balance-sheet  should  reflect  any  decline  in 
market  value ;  any  loss  should  be  absorbed  in  the  revenue  account  for 
the  year  in  which  the  decline  took  place.  If  thr  securities  are  permanent 
investments  and  there  is  no  intention  or  likelihood  of  converting  them  at 
current  prices,  there  is  no  obligation  to  take  up  a  mere  book  loss;  the 
case  then  becomes  analogous  to  fluctuations  in  the  market  value  of 
fixed  assets.  While  the  loss  need  not  be  taken  up  in  the  accounts,  it  is 
desirable  to  show  present  market  values  in  the  balance-sheet,  and  this  may 
be  accomplished  by  showing  the  present  values  in  parentheses.  If  bonds 
have  been  purchased  above  or  below  par,  the  auditor  should  see  that  the 
premium  or  discount  is  being  amortized. 

There  is  a  difference  of  opinion  as  to  the  proper  value  to  be  given  to 
treasury  stock  for  balance-sheet  purposes.  In  this  connection,  Mr.  Mont- 
gomery says: 

"If  purchased  by  the  corporation,  cost  price  is  the  correct  basis  of  book 
entry;  if  acquired  by  gift,  opinions  differ  as  to  the  form  of  entry.  The 
best  authorities  sanction  the  setting  up  of  the  stock  as  an  asset  at  par 
value,  offsetting  this  entry  by  the  creation  of  a  reserve  or  surplus  account 
which  is  designated  as  a  capital  item,  and  is  clearly  differentiated  from  the 
surplus  which  arises  out  of  profits  or  which  is  available  for  dividends. 
.  .  .  For  the  purpose  of  a  balance-sheet  the  auditor  should  use  his 
discretion  and  place  such  a  value  upon  the  stock  as  in  his  opinion  reflects 
its  actual  value." 

On  the  same  point,  Mr.  Walton  wrote  as  follows: 

"The  debits  to  treasury  stock  account  when  stock  is  acquired,  should 
be  for  the  par  of  the  stock  irrespective  of  whether  the  purchase  price  was 
par,  or  more  or  less  than  par,  or  whether  the  stock  was  donated.  It  is 
contended  by  some  accountants  that  it  should  be  put  into  the  account  at 
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cost  or  at  its  estimated  market  value.  Such  persons  seem  to  consider 
the  purchase  of  its  own  stock  by  a  company  as  similar  to  the  investment 
of  money  in  the  stock  of  an  independent  company.  In  reality,  treasury 
stock  is  a  reduction  of  the  capital  stock  for  the  time  being.  In  the 
balance-sheet,  it  should  always  be  shown  as  such  by  being  deducted  from 
the  total  capital.  In  this  way  the  total  capital  is  shown,  and  at  the  same 
time  the  actual  stock  outstanding.  If  the  treasury  stock  is  carried  in 
any  other  way  than  at  par,  this  offset  cannot  be  made,  since  offsetting 
items  must  be  of  the  same  character." 

If  the  treasury  stock  was  purchased  at  more  than  par,  the  excess 
should  be  charged  to  surplus  since  the  payment  included  a  distribution  of 
a  portion  of  the  surplus  to  the  stockholders.  If  the  payment  was  less 
than  par,  the  difference  should  be  credited  to  a  reserve  or  to  capital 
surplus,  since  the  gain  did  not  arise  from  regular  operations. 

(e)  The   perpetual   inventory   should  not  be  accepted,   particularly   in 
view   of   the   fact  that  no  actual   inventories   have  ever  been   taken   not- 
withstanding the  fact  that  the  company  is  apparently  at  least  twenty  years 
old  as  indicated  by  the  age  of  its  oldest  patent.    The  auditor  should  insist 
upon  an  actual  inventory  for  balance-sheet  purposes,  and  should  recommend 
that  the  book  inventory  be  corrected  in  the  light  of  the  actual  inventory. 
The  inventory  may  be  taken  on  January  15th  or  as  soon  as  possible  there- 
after, and  adjusted  as  to  quantities  at  December  31st  by  reference  to  the 
perpetual   inventory   for  purchases  and  sales  since   the  first  of  the  year. 
After  the  physical  inventory  has  been  taken,  the  auditor  should  inspect 
a  few  of  the  items  himself  to  see  that  the  inventory  has  been  taken  in 
good  faith  and  is  not  merely  a  transcript  of  the  balances  of  the  perpetual 
inventory.    As  the  concern  does  no  manufacturing  itself  but  purchases  all 
of  its   stock-in-trade,   there  will   be  no  raw   material  nor   finished   goods, 
and  no  problem  in  the  valuation  of  goods  in  process.     The  finished  goods 
will  comprise  the  entire  inventory  and  these  should  be  valued  at  invoice 
cost  or  market  value  at  December  31st. 

(f)  In  verifying  the  existence  of  the  contract  machines  it  would  be 
essential  to  inspect  the  contracts,  and  it  might  be  desirable  to  write  to 
the  parties  supposed  to  be  holding  the  machines  to  obtain  their  confirmation. 
This  would  detect  any  contract  cancelations.     It  would  also  be  desirable 
to  compare  the  contract  lessees  with  the  accounts  receivable  to  see  whether 
the  parties  holding  the  machines  are  actually  buying  accessory  materials 
in  accordance  with  the  terms  of  the  contract. 

As  to  the  valuation  of  the  account,  the  seventy-five  per  cent,  said  to 
represent  the  cost  of  building  up  this  particular  part  of  the  business  in 
past  years,  should  certainly  be  taken  out  of  the  account,  as  it  is  in  the 
nature  of  goodwill  and  not  physical  property.  The  remaining  twenty-five 
per  cent,  should  be  subjected  to  depreciation,  the  amount  of  which  would 
depend  upon  the  nature  and  age  of  the  machines. 

After  the  seventy-five  per  cent,  intangible  element  in  the  account  has 
been  taken  out,  the  question  arises  as  to  whether  it  should  be  set  up 
elsewhere  as  an  asset.  If  it  is  an  asset  at  all  it  is  in  the  nature  of  goodwill. 
It  cannot  properly  appear  as  an  asset  unless  it  represents  specific  expendi- 
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tures  made  with  the  intention  of  developing  a  continuous  business.  There- 
fore an  inspection  should  be  made  of  the  books  of  original  entry  where 
these  charges  were  recorded  to  ascertain  their  nature.  If  the  expenditures 
are  found  to  have  been  mere  current  expenses  of  the  year  when  the  charge 
was  made,  the  seventy-five  per  cent,  element  should  be  charged  off  to 
surplus.  If  the  charges  were  really  development  expenditures  the  auditor 
should  see  whether  they  are  proving  to  be  productive.  The  best  evidence 
of  this'  will  be  obtained  by  the  examination  of  the  customers'  accounts 
already  suggested,  to  see  whether  the  holders  of  the  contract  machines  are 
an  important  and  productive  class  of  customers. 

(g)  The  property  account  should  be  subdivided  into  accounts  with 
patents,  patterns  and  designs,  office  furniture  and  fixtures,  etc.;  hence  the 
account  should  be  analyzed  and  working  papers  set  up  to  show  the  classi- 
fication. This  analysis  will  probably  disclose  a  great  many  charges  for 
expenditures  which  should  never  have  been  capitalized  in  the  first  place 
and  which  must  now  be  charged  off  to  surplus. 

Having  established  the  actual  cost  of  the  various  patents,  the  question 
of  amortization  or  depreciation  immediately  arises.  Patents  expire  in 
seventeen  years,  although  their  effective  life  may  be  extended  by  new 
patents  covering  improvements  of  so  vital  a  nature  as  to  virtually  amount 
to  a  new  patent  on  the  entire  device.  If  the  improvements  covered  by 
the  new  patent  are  of  such  a  nature  as  to  safeguard  the  original  patent 
against  infringement,  any  residual  value  remaining  after  writing  down 
the  original  patent  one-seventeenth  each  year  to  the  date  when  the  new 
patent  was  obtained,  may  be  spread  over  the  life  of  the  new  patent. 
Assuming  that  the  patent  obtained  five  years  ago  was  of  this  nature,  the 
situation  would  seem  to  be  as  follows: 

The  first  patent,  obtained  twenty  years  ago,  was  fifteen  years  old  when 
the  last  patent  was  obtained.  Therefore,  15/17  of  the  cost  of  the  first 
patent  should  have  been  written  off  five  years  ago,  and  must  be  written 
off  now.  Considering  that  the  new  patent  virtually  renews  the  old  ones, 
the  residual  value  of  2/17  which  existed  five  years  ago  could  be  spread 
over  the  life  of  the  new  patent.  Since  the  new  patent  is  now  five  years 
old,  5/17  of  its  cost  plus  5/17  or  2/17  of  the  cost  of  the  first  patent 
should  be  written  off  as  depreciation  during  the  last  five  years. 

The  second  patent  was  obtained  nineteen  years  ago.  It  was  fourteen 
years  old  when  the  fourth  patent  was  obtained.  Hence  14/17  of  its  cost 
should  have  been  written  off  five  years  ago;  3/17  could  have  been  carried 
forward  to  be  written  off  during  the  life  of  the  fourth  patent,  but  5/17 
of  this  amount  should  now  be  written  off  to  cover  the  depreciation  during 
the  past  five  years. 

The  third  patent  was  obtained  eighteen  years  ago.  It  was  thirteen 
years  old  when  the  fourth  patent  was  obtained.  Hence  13/17  of  its  cost 
should  have  been  written  off  at  the  end  of  fifteen  years  and  4/17  could 
have  been  carried  forward ;  but  5/17  of  the  amount  carried  forward  should 
be  written  off  as  depreciation  during  the  last  five  years. 

In  making  the  entries  writing  off  the  patents,  the  portion  applicable 
to  1919  and  prior  years  should  be  charged  to  surplus,  and  the  portion 
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applicable  to  1920  should  be  charged  to  profit  and  loss.  The  condition 
would  be  as  follows: 

Condition  five  years  ago: 

Amount  which  should  Amount  which 

Age  when  latest        have  been  charged  to  could  have  been 

patent  was  taken         surplus  during  first  carried 

fifteen  years  forward 

First  patent  ....     15  years                             15/17  2/17 

Second  patent  . .     14     "                                 14/17  3/17 

Third  patent  ...     13     "                                  13/17  4/17 

The  patent  account  as  of  five  years  ago  should  have  had  a  balance 
equal  to: 

2/17  of  the  cost  of  the  first  patent,  plus 
3/17  of  the  cost  of  the  second  patent,  plus 
4/17  of  the  cost  of  the  third  patent,  plus 
the  entire  cost  of  the  fourth  patent. 

This  amount  should  be  written  off  over  seventeen  years,  and  five-seven- 
teenths thereof  should  be  written  off  by  December  31,  1920. 

The  question  states  that  the  company  had  charged  all  expenditures, 
including  part  of  the  officers'  salaries,  on  these  improvements  to  the 
property  account.  As  the  officer  assigned  the  patent  to  the  corporation 
without  compensation,  he  was  evidently  working  for  the  company  in 
perfecting  the  improvements,  and  hence  at  least  a  portion  of  his  salary 
would  properly  be  charged  to  the  patent  account.  However,  the  question 
uses  the  plural,  "officers,"  indicating  that  a  portion  of  the  salaries  of 
several  officers  were  charged  to  the  patents  account  although  the  work 
was  done  by  one  officer.  The  auditor  should  investigate  this  point.  Hav- 
ing determined  the  total  amount  which  should  properly  have  been  in  the 
patents  account  five  years  ago,  a  charge  should  now  be  made  to  surplus 
for  4/17  of  this  amount  and  to  profit  and  loss  for  1/17  thereof. 

In  connection  with  patents,  Mr.  Montgomery  says:  "Patents  are 
granted  in  this  country  for  seventeen  years,  so  that  a  proportionate  part 
of  their  cost  should  be  charged  off  periodically  to  provide  for  the  writing 
off  of  the  entire  cost  by  the  expiration  date.  In  many  cases  a  residual 
value  remains  through  the  building  up  of  goodwill  in  connection  with 
the  handling  of  the  patent,  but  this  is  a  different  class  of  asset,  and  the 
auditor  is  not  justified  in  ignoring  the  diminishing  period." 

While  it  is  true  that  the  auditor  would  not  be  justified  in  disregarding 
the  depreciation  of  the  patents,  it  seems  to  me  that  it  would  not  be  fair 
for  him  to  insist  upon  writing  off  the  patents  while  ignoring  the  residual 
element  of  goodwill.  Since  this  company  gave  the  greater  portion  of  its 
stock  as  well  as  some  cash  for  the  original  patents,  it  is  probable  that 
at  the  present  time  its  capital  is  largely  tied  up  in  them.  If  the  patents 
have  expired  and  no  other  asset  has  come  to  take  their  place,  the  writing 
off  of  the  patents  may  result  in  the  creation  of  so  large  a  deficit  account 
as  to  indicate  that  the  capital  stock  is  nearly  or  quite  valueless.  But  the 
stock  can  not  be  said  to  be  valueless  if  the  operations  produce  a  reasonable 
profit  annually,  sufficient  to  constitute  a  fair  return  on  the  entire  out- 
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standing  stock.  If  this  is  the  case,  it  seems  evident  that  while  the  patents 
have  been  diminishing  in  value  some  other  asset  has  been  developing  which 
is  producing  profits,  and  this  asset  is  unquestionably  goodwill.  In  my 
opinion,  therefore,  the  auditor  would  be  justified  in  setting  up  a  goodwill 
account,  provided  he  is  guided  by  the  following  restrictions.  He  should 
ascertain  the  profits  for  the  past  few  years,  including  all  expenses  _  of 
depreciation,  patent  expiration,  etc.,  as  operating  charges,  and  see  whether 
these  profits  are  a  fair  return  on  the  stock.  If  so,  the  stock  would  seem 
to  still  have  a  value  since  the  business  regularly  produces  a  fair  return 
on  the  original  investment.  Therefore,  the  difference  between  the  stock 
and  the  net  assets  would  appear  to  be  goodwill,  and  actual  goodwill 
because  it  is  producing  profits. 

However,  goodwill  should  not  be  put  on  the  books  unless  it  has  been 
paid  for.  In  this  case  the  expenditure  was  originally  made  for  patents, 
and  these  patents  have  left  a  residual  value  in  the  form  of  goodwill.  Hence 
the  original  expenditure  may  now  be  said  to  have  been  made  for  the 
acquisition  of  goodwill ;  but  no  more  than  the  original  expenditure.  There- 
fore the  amount  to  be  set  up  as  goodwill  may  not  exceed  the  smaller  of 
two  items:  that  portion  of  the  payment  for  patents  which  has  now  been 
written  out  of  the  patents  account;  or  an  amount  which  will  raise  the 
net  assets  or  capital  to  a  fairly  capitalized  value  of  the  net  earnings. 
And  it  should  be  remembered  that  there  is  a  question  of  goodwill  in  con- 
nection with  the  seventy-five  per  cent,  of  the  property  account  purporting 
to  represent  expenditures  in  developing  the  business.  The  two  items  of 
goodwill,  from  patent  and  development  expenditures,  must  not  exceed  the 
limits  just  set  down. 

The  patterns  should  be  written  down  to  a  proper,  depreciated  value 
of  those  still  in  use;  obsolete  patterns  should  be  entirely  written  off. 
The  furniture  and  fixtures  account  should  be  depreciated  to  a  fair  value 
of  the  assets  still  in  use. 

(h)  The  Federal  Reserve  bulletin  on  the  preparation  of  balance-sheets 
recommends  the  following  classification  of  notes  payable: 

Acceptances  made  for  merchandise  or  raw  material  purchased; 

Notes  given  for  merchandise  or  raw  material  purchased; 

Notes  given  to  banks  for  money  borrowed; 

Notes  sold  through  brokers; 

Notes  given  for  machinery,  additions  to  plant,  etc. ; 

Notes  due  to  stockholders,  officers  and  employees. 

This  classification  might  well  be  followed  in  this  case. 

An  attempt  should  be  made  to  determine  whether  there  are  any 
unrecorded  notes.  One  method  is  to  obtain  a  list  of  the  banks  and 
brokers  with  whom  the  concern  is  accustomed  to  deal,  and  ask  them 
for  a  list  of  the  paper  discounted  with  them  or  sold  through  them.  An- 
other method  is  to  analyze  the  interest  account,  and  ascertain  whether 
there  is  a  recorded  note  corresponding  to  each  interest  payment. 

(i)  The  individual  accounts  payable  should  be  compared  in  total  with 
the  controlling  account.  The  statements  from  creditors  as  of  December  31st 
should  be  compared  with  the  ledger  accounts,  and  if  statements  are  not 
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presented  to  the  auditor  they  should  be  demanded,  even  if  this  necessitates 
sending  to  the  creditors  for  duplicate  statements.  Entries  in  the  voucher 
record  for  January,  1921,  should  be  examined  and  compared  with  the 
invoices  to  determine  whether  they  should  have  been  recorded  in  December. 
If  receiving  records  are  kept,  these  will  be  of  assistance  in  locating 
purchases  made  and  received  in  December  and  not  recorded  until  after 
closing  the  books  at  the  end  of  the  year.  If  any  items  of  this  nature  are 
found  or  if  there  are  accrued  liabilities  at  the  end  of  the  year,  adjusting 
entries  should  be  made  to  put  them  on  the  books  as  of  December. 

(j)  The  capital  stock  outstanding  should  be  verified  by  deducting  *he 
balance  of  the  unissued  stock  account,  if  there  is  one,  and  the  treasury 
stock  account  from  the  capital  stock  account.  The  stock  thus  indicated 
to  be  outstanding  should  be  proved  by  listing  the  balances  of  the  stock- 
holders' ledger  and  the  open  stubs  of  the  stock  certificate  book.  The 
amount  of  outstanding  stock  will  thus  be  shown  in  three  ways  and  all 
three  should  agree. 

The  surplus  will  be  directly  affected  by  the  changes  and  adjustments 
in  the  various  asset  accounts  and  by  a  general  analysis  of  the  surplus 
account  to  see  whether  all  entries  therein  are  warranted.  Any  entries 
for  anticipated  profits  or  other  unjustifiable  credits  should  be  eliminated. 
After  making  an  examination  of  the  profits  for  1920,  and  carrying  them 
to  surplus,  the  balance  to  appear  in  the  balance-sheet  will  have  been 
ascertained  and  verified. 

2.  You  are  called  upon  to  audit  the  accounts  of  December  31,  1920, 
of  a  company  incorporated  in  the  state  of  New  York,  which  owns  all 
the  capital  stock  of  two  other  companies,  one  incorporated  in  Great 
Britain  and  the  other  in  Russia. 

No  reports  have  been  received  from  the  Russian  company  since  De- 
cember 31,  1917.  All  the  intercompany  transactions  have  been  recorded 
on  the  books  at  the  pre-war  rates  of  exchange.  Before  giving  an  unqualified 
certificate  to  the  consolidated  balance-sheet  of  these  companies  at  Decem- 
ber 31,  1920,  on  what  basis  would  you  require  the  accounts  to  be  stated 
in  regard  to  fluctuations  in  exchange  and  possible  loss  on  Russian  assets, 
assuming  that  the  balance-sheet  of  each  company  revealed  the  following 
assets  and  liabilities? 

Goodwill  Capital  stock 

Plant  and  equipment  Accounts  and  notes  payable 

Inventories  Surplus 

Accounts  receivable 

Cash 

Answer  to  Question  2.  Before  preparing  a  consolidated  balance-sheet 
embracing  the  assets  and  liabilities  of  the  parent  company  and  its  two 
subsidiaries,  it  would  be  essential  to  audit  the  books  of  all  three  companies, 
or  to  accept  the  certified  statements  of  a  reputable  foreign  auditor.  This 
is  out  of  the  question  in  the  case  of  the  Russian  subsidiary  and  this  reason 
alone  would  be  sufficient  grounds  for  declining  to  certify  to  a  consolidated 
balance-sheet.  The  consolidation  of  the  Russian  assets  and  liabilities 
would  be  out  of  the  question  any  way  because  the  consolidated  balance- 
sheet  would  be  supposed  to  show  the  condition  at  December  31,  1920,  and 
no  statement  has  been  received  from  Russia  since  December  31,  1917. 
The  best  thing  to  do  would  be  to  consolidate  the  balance-sheets  of  the 
holding  company  and  the  British  subsidiary  and  show  an  account  "Invest- 
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ment  in  Russian  Subsidiary— Net 'Assets  at  December  31,  1917."  As  this 
asset  is  of  doubtful  value,  if  not  wholly  valueless,  a  reserve  should  be 
created  out  of  the  holding  company's  surplus  for  the  entire  amount  of 
the  investment  account  at  December  31,  1917.  The  investment  acco'int 
should  be  entered  short  on  the  consolidated  balance-sheet  and  the  reserve 
deducted,  no  amount  being  carried  out  to  the  asset  column.  This  shows 
the  condition  fully  and  provides  for  the  entire  possible  loss. 

The  indiscriminate  use  of  pre-war  rates  of  exchange  is  unjustifiable. 
Although  the  exchange  situation  is  badly  disturbed  at  the  present  time  due 
to  abnormal  conditions,  the  mere  fact  that  the  conditions  are  abnormal 
does  not  justify  a  departure  from  the  standard  accounting  principles  gov- 
erning the  conversion  of  foreign  assets  and  liabilities.  Current  assets  in 
a  foreign  country  are  worth  to  a  parent  company  or  a  home  office  only 
what  could  be  obtained  for  them  at  current  exchange  values.  The  fact 
that  these  values  are  abnormally  low  ought  to  be  recognized.  The  cause 
of  the  low  value  is  immaterial. 

Fixed  assets  should  be  valued  at  the  rates  prevailing  at  the  time  when 
the  assets  were  acquired.  Fixed  asset  values  are  not  supposed  to  be 
affected  by  market  fluctuations  and  this  rule  applies  as  much  to  exchange 
fluctuations  as  to  other  market  fluctuations.  The  goodwill  and  the  plant 
and  equipment  accounts  on  the  subsidiary's  books  should  therefore  be 
valued  at  the  dollar  cost  of  the  pounds  sterling  expended  for  them,  using 
the  rate  current  at  the  date  when  they  were  acquired.  If  these  assets  were 
owned  by  the  subsidiary  at  the  date  when  the  holding  company  acquired 
the  subsidiary  stock,  that  date  would  be  used  to  determine  the  rate  appli- 
cable for  conversion. 

Current  assets  and  liabilities  should  be  valued  at  current  rates  because 
the  amount  which  can  be  realized  from  current  assets  and  the  amount 
which  will  be  required  to  pay  current  liabilities  is  directly  affected  by 
the  prevailing  exchange  rate. 

The  question  of  the  rate  to  apply  to  the  conversion  of  the  capital  stock 
and  surplus  accounts  of  the  subsidiary  is  somewhat  more  complex.  If 
the  holding  company  has  carried  its  account  with  the  investment  in  the 
stock  of  the  British  subsidiary  in  the  approved  manner,  it  has  charged  the 
account  with  the  purchase  price  of  the  subsidiary  stock  and  with  all  of  the 
profits  of  the  subsidiary,  and  it  has  credited  the  account  with  the  dividends 
received  from  the  subsidiary  and  with  any  losses  which  the  subsidiary 
has  suffered.  These  entries  for  profits,  losses,  dividends  and  other  inter- 
company transactions  should  have  been  made  after  giving  due  considera- 
tion to  the  current  exchange  rates  in  ascertaining  profits.  If  this  con- 
sideration of  current  exchange  rates  had  been  given,  the  investment  account 
on  the  holding  company's  books  would  represent  the  sum  of  two  elements : 

the  value  of  the  net  assets  of  the  subsidiary  at  December  31,    1920, 
after  making  conversions  at  the  rates  indicated  above; 

any  goodwill  paid  for  at  the  time  of  acquiring  the  stock. 

Since  the  intercompany  transactions  have  been  carried  through  the  ac- 
counts at  pre-war  rates,  the  balance  of  the  investment  account  on  the 
holding  company's  books  will  represent 
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the  value  of  the  net  assets  of  the  subsidiary  at  December  31,  1920,  at 

pre-war  rates ; 
any  goodwill  paid  for  in  acquiring  the  stock. 

It  is  therefore  necessary  to  adjust  the  investment  account  by  writing  it 
down  and  charging  the  holding  company's  surplus  an  amount  sufficient  to 
reduce  the  net  assets  from  pre-war  rate  values  to  proper  values.  After 
this  has  been  done  the  British  balance-sheet  should  be  drawn  up  in 
dollars  by  converting  the  assets  and  liabilities  at  the  proper  rates,  and  by 
absorbing  the  adjustment  in  the  British  company's  surplus  account.  The 
consolidated  balance-sheet  working  papers  can  then  be  prepared.  That 
portion  of  the  investment  account  on  the  holding  company's  books  which 
represents  the  present  value  of  the  foreign  net  assets,  should  be  eliminated, 
the  balance  of  the  investment  account  being  carried  out  as  goodwill. 
As  an  offset  to  these  eliminations  the  same  amount  should  be  deducted 
from  the  capital  stock  and  surplus  of  the  subsidiary.  As  the  entire  net 
assets  of  the  subsidiary  are  taken  up,  the  entire  capital  stock  and  surplus 
accounts  of  the  subsidiary  will  be  eliminated.  None  of  the  British  surplus 
will  be  carried  to  the  consolidated  balance-sheet  because  its  earnings  have 
already  been  taken  up  by  the  holding  company  in  its  own  surplus  account. 
If  the  holding  company  has  carried  the  investment  account  at  its  orig- 
inal cost  without  passing  profits,  losses  and  dividends  through  it,  the 
procedure  will  be  somewhat  different.  The  investment  account  will  in 
that  case  not  purport  to  show  present  values  of  the  foreign  net  assets, 
and  no  adjustments  need  be  made  in  the  investment  account  and  the 
holding  company's  surplus  on  account  of  the  fluctuation  in  rates.  The 
book  value  of  the  stock  at  the  date  of  acquisition  should  be  eliminated 
from  the  investment  account,  and  the  balance  carried  out  as  goodwill. 
The  subsidiary's  balance-sheet  should  be  converted  at  the  rates  already 
discussed  and  the  surplus  account  restated  accordingly.  The  subsidiary's 
capital  stock  and  surplus  as  shown  in  the  converted  balance-sheet  will 
then  show  the  present  value  of  the  net  assets.  The  entire  amount  of 
capital  stock  should  be  eliminated,  and  the  amount  of  surplus  at  the 
date  of  the  acquisition  of  the  stock  should  also  be  eliminated.  The  remain- 
ing surplus  carried  out  to  the  consolidated  balance-sheet  will  represent 
the  increase  in  surplus  since  the  acquisition  of  the  stock,  after  giving 
proper  consideration  to  the  change  in  rates  of  exchange. 

3.  In  auditing  the  accounts  of  a  stock  broker,  what  would  be  the  first 
matters  to  which  an  auditor  should  direct  his  attention?  Give  reasons 
for  your  answer. 

Answer  to  Question  3.  The  first  things  to  do  in  the  audit  of  a  stock- 
broker's accounts  are: 

Count  the  cash  on  hand  and  reconcile  the  bank  accounts; 

Verify  the  securities  on  hand; 

Send    confirmation    forms    to   all   parties    holding    securities   borrowed, 

deposited  with  them  as  collateral   for  loans,  or  in  their  hands  as 

transfer  agents; 
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Send  statements  to  customers  and  other  brokers  with  whom  the  client 
does  business  showing  long  and  short  stock  balances  and  money 
balances,  requesting  confirmation  of  the  statements  or  data  for 
reconciliation. 

These  things  should  be  done  first  because  they  affect  items  which  are 
subject  to  most  frequent  change  and  which  should  therefore  be  verified 
immediately  before  changes  occur. 

4.  In  auditing  the  December  31,  1920,  balance-sheet  of  a  textile  mill, 
you  find  that  there  are  large  contractual  obligations  for  the  purchase  and 
future  delivery  of  raw  cotton  at  prices  considerably  above  the  market 
price  at  that  date. 

Draft  a  letter  to  the  client  outlining  your  reason  for  wishing  to  qualify 
your  certificate,  if  no  allusion  is  to  be  made  in  the  balance-sheet  to  the 
foregoing  fact,  and  suggesting  alternative  methods  of  statement  which 
would  meet  with  your  approval  and  enable  you  to  append  a  clear  certificate. 

Answer  to  Question  4  Gentlemen:  In  the  course  of  the  audit  of  your 
accounts  for  the  year  ending  December  31,  1920,  I  find  that  at  that  date 
there  were  a  number  of  large  purchase  commitments  for  goods  ordered 
during  the  latter  part  of  1920  under  contracts  for  future  delivery  and  that 
these  goods  were  not  delivered  prior  to  December  31.  If  the  market 
price  of  the  goods  thus  contracted  for  had  not  declined  between  the  dates 
of  the  contracts  and  the  end  of  the  year,  it  would  not  be  necessary  to 
give  any  consideration  to  the  contracts  in  preparing  the  balance-sheet  as 
of  December  31,  1920.  But  the  fact  that  the  market  prices  have  declined 
makes  the  matter  very  important.  If  the  goods  had  been  delivered  prior 
to  the  close  of  the  year  and  were  still  in  the  inventory  at  that  date,  they 
would  have  been  charged  to  your  purchases  account  at  one  figure  and 
would  have  to  appear  in  the  inventory  at  a  smaller  figure.  This  would 
mean  that  1920  would  absorb  the  loss  arising  from  the  decline  in  market 
values,  and  rightly  so,  since  the  loss  was  caused  in  that  year  by  buying 
goods  which  decreased  in  value. 

The  situation  is  essentially  the  same  even  though  the  goods  have  not 
been  delivered.  You  contracted  in  1920  to  take  certain  deliveries  of  raw 
cotton  at  fixed  prices  which  are  in  excess  of  the  present  market.  These 
contracts  will  be  a  source  of  loss  to  you  and  you  ought  to  take  up  the 
loss  in  the  year  in  which  it  was  incurred.  Clearly  the  loss  was  incurred 
in  1920  because  you  entered  into  the  contracts  during  that  year  and  the 
market  decline  took  place  during  that  year. 

Before  an  accountant  can  append  an  unqualified  certificate  to  a  balance- 
sheet  purporting  to  show  the  financial  condition  of  a  business  at  the  end 
of  a  year,  he  must  be  assured  that  all  losses  incurred  during  the  year 
have  been  provided  for.  Therefore  I  suggest  that  a  journal  entry  be  made 
debiting  profit  and  loss  and  crediting  a  reserve  for  estimated  loss  on 
purchase  commitments.  The  amount  of  the  reserve  should  be  the  differ- 
ence between  the  contracts  for  undelivered  goods  and  the  market  value 
of  the  goods  at  December  31,  1920. 

If  you  prefer  to  have  me  do  so  I  should  be  willing  to  show  under  the 
classification  of  inventories  an  item  "Goods  ordered  in  1920  for  delivery 
in  1921 — market  value  $....,"  and  on  the  liability  side  of  the  balance- 
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sheet  an  item  "Purchase  commitments  for  future  delivery,  $ "     Thus, 

the  item  would  appear  on  the  asset  side  at  market  values  at  December  31, 
and  on  the  liability  side  at  contract  prices.  The  difference  would,  of 
course,  have  to  be  absorbed  in  the  profit-and-loss  account. 

Yours  very  truly, 

5.  When  conducting  an  audit  of  the  accounts  of  a  corporation,  you  find 
that  no  allowance  has  been  made  for  depreciation  on  buildings,  machinery 
and  plant,  and  on  inquiry  you  are  met  with  the  statement  that  the  appre- 
ciation on  real  estate  offsets  any  depreciation  that  may  have  taken  place 
in  the  physical  plant. 

Prepare  a  memorandum  for  submission  to  the  board  of  directors,  setting 
forth  your  views  on  the  subject. 

Answer  to  Question  5.  The  depreciation  on  buildings,  machinery  and 
plant  cannot  properly  be  offset  against  an  increase  in  the  market  value 
of  the  real  estate.  In  the  first  place,  depreciation  is  an  expense  which  has 
actually  accrued  due  to  the  use  of  the  property  and  to  the  lapse  of  time, 
while  the  appreciation  in  real  estate  is  an  unrealized  profit  and  one  which 
will  probably  not  be  realized  due  to  the  fact  that  the  real  estate  is  not 
to  be  sold.  In  the  second  place,  the  depreciation  is  an  operating  expense 
which  must  be  taken  into  consideration  in  determining  the  operating  profits 
for  the  period ;  the  appreciation  in  the  value  of  the  real  estate,  even  if 
it  had  been  realized  by  a  sale,  would  be  an  extraneous  profit  not  arising 
from  regular  operations.  An  actual  operating  expense  should  not  be 
offset  against  an  unrealized  extraneous  profit. 

6.  A  firm  having  several  branches  maintains  in  its  ledger  an  account 
with  each  branch,  and  charges  to  such  account  all  goods  sold  to  the  agent 
for   stock,   accounts   receivable   arising    from   sales   by   the   branch   within 
its  territory  and   cash  collected  by  the  branch.     At  the   end   of   the  year 
the  balance  of  each  branch  is  treated  as  an  ordinary  account  receivable 
and  is  included  in  the  general  debts  due  the  firm.    In  certifying  the  accuracy 
of   the    firm's    balance-sheet,    would    you    pass    such    accounts    receivable? 
If  not,  state  what  objections  there  are  to  this  method  and  how  you  would 
deal  with  the  accounts. 

Answer  to  Question  6.  After  the  agency  or  branch  account  has  been 
charged  with  goods  sent  for  stock,  it  should  not  also  be  charged  with  the 
receivable  arising  from  sales  unless  it  is  credited  with  the  goods  sold, 
and  it  should  not  be  charged  with  cash  received  from  customers  unless 
it  is  credited  with  the  accounts  receivable  collected.  The  proper  method 
is  to  charge  the  branch  with  goods  shipped  to  it  for  stock,  and  credit 
the  branch  with  cash  collected  by  the  branch  and  remitted  to  the  home 
office.  At  the  end  of  the  period  the  branch  profit  should  be  ascertained 
and  credited  to  branch  profit  and  loss  and  charged  to  branch  current 
account  on  the  home-office  books.  This  is  probably  what  is  meant  by 
the  question,  as  this  method  will  result  in  a  branch  current  account  at 
the  end  of  the  period  equal  to  the  amount  of  stock,  accounts  receivable  and 
cash  at  the  branch,  minus  any  accounts  payable. 

In  preparing  a  balance-sheet  for  the  firm  as  a  whole,  the  accounts 
receivable,  merchandise  and  cash  at  the  branches  should  be  consolidated 
with  the  similar  items  at  the  home  office.  It  would  be  just  as  incorrect 
to  show  branch  merchandise  and  cash  as  accounts  receivable  in  the  balance- 
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sheet  as  it  would  be  to  show  home-office  merchandise  and  cash  as  accounts 
receivable. 

The  branch  is  not  a  debtor  of  the  home  office  and  the  total  of  the  assets 
in  the  possession  of  the  branch  belong  to  the  firm  and  should  be  shown 
in  detail  on  the  firm's  balance-sheet. 

EFFECTIVE  INTEREST  RATES 
Editor,  Students'  Department. 

Sir:  I  have  read  with  great  interest  some  of  the  articles  in  the 
students'  departments  referring  to  the  solution  of  actuarial  problems. 
Several  suggestions  contributed  by  the  readers  contained  solutions  based 
on  algebraic  formulas. 

To  fully  understand  the  articles  referred  to  above  a  fair  knowledge 
of  algebra  is  necessary,  yet  all  the  authors  anxiously  tried  to  avoid  the 
use  of  logarithms.  It  is  an  established  fact  that  logarithms  are  among 
the  main  pillars  of  mathematics  and  it  seems  to  me  that  the  theory  of 
logarithmic  calculations  is  a  section  of  the  mathematical  science  which  is 
very  easily  understood  and  applied  to  practical  problems.  Therefore,  I 
cannot  but  ask,  "Why  is  it  that  so  many  authors  prefer  to  use  complicated 
algebraic  solutions  instead  of  taking  refuge  in  logarithms?"  It  is  much 
easier  to  memorize  a  formula  or  to  keep  a  record  of  same  in  a  notebook 
and  to  travel  with  Vega's  logarithmic  tables,  than  to  rely  on  "N's  bond 
values,"  "X's  actuarial  tables"  and  similar  publications.  For  fear  of 
being  misunderstood,  I  want  to  state  that  I  do  -not  mean  to  question  the 
value  of  solutions  which  do  not  require  any  knowledge  of  algebra.  On 
the  other  hand,  I  would  hesitate  to  accept  the  solution  of  a  complicated 
actuarial  problem  by  an  accountant  who  has  never  penetrated  into  this 
branch  of  the  mathematical  science. 

Among  the  problems  in  actuarial  work,  the  finding  of  the  percentage 
offers  the  greatest  difficulties.  In  most  cases  the  percentage  is  calculated 
by  a  process  of  approximation.  The  reason  for  this  lies  in  the  fact  that 
a  direct  solution  is  almost  out  of  the  question  if  the  number  of  years 
entering  into  the  problem  exceeds  seven;  this  because  an  equation  of  the 
N-l  degree,  wherein  N  stands  for  the  number  of  years,  would  have  to  be 
solved  and  a  reliable  theory,  that  is  a  rule  for  practical  solutions  of 
equations  of  high  degrees,  has  not  been  found  as  yet.  (Excepting  the 
theory  of  Graef  and  Encke,  Berlin  astronomic  annual  1841,  which  is 
very  cumbersome,  and  the  theory  of  Gauss,  which  refers  to  equations  con- 
sisting of  only  three  members. 

However,  it  is  possible  to  obtain  a  very  close  approximation  of  the 
percentage  by  a  direct  method  discovered  by  R.  Schurig,  whose  formula 
is  as  follows  : 


3(n 
200  (nX  a  —  b)  b 


Cn  4-  1)  b  n  Xa 

wherein  p  =  percentage,  or  rate 
n  =  number  of  periods 
a  =  annuity 
b  ^present  value  of  annuity 
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The  ralue  of  the  above  formula  will  be  appreciated  if  one  compares 
the  actual  percentage  with  the  result  obtained  by  the  formula  in  the 
following  problem. 

The  present  value  of  an  annuity  of  $1,000  for  ten  years  (10  payments) 
at  5%  interest  is  $7,721.73.  Assuming  that  the  rate  is  unknown  a  close 
approximation  can  be  obtained  by  the  formula.  If  the  present  value, 
$7,721.73,  is  used  and  substituted  for  b  in  Schurig's  formula,  the  latter 


will  read : 


200  (10  X  1,000  —  7,721.73)           7,721.73 
P  = X  


10  —  1 

3  (10  +  1) 


(10  +  1)  7,721.73 


200  (10,000  —  7,721.73) 

.         _ 

11  X  7,721.73 


10  X  1,000 
9 


7,721.73 
_  ______ 

10,000 


33 


(455,654) 


33 


(84,939.03) 

/<\     V.I  101149 

d 

log.  455654 
log.  84939.03 

e          f 

=  5.6586352 
=  4.9291071 

log.  d 
log.  e 

=  0.7295281 

=  9.8877146—10 

log.  e 

=  —0.1122854 

log.  log.  e 
log.  9 

=  9.0503233—10 
=  0.9542425 

log.  33 
log.  log.  ef 

0.0045658 
=  1.5185139 

=  8.4860519—10 

log.  e' 

—  —0.0306233 

log.  cf 

=  9.0603767—10 

log.  d     =0.7295281 


log.  ef    =9.9693767 
log.  p     =(16989048 


p     =4.99925% 

The  above  is  as  nearly  correct  as  is  possible,  because  the  amount  of 
$7,721.73  was  obtained  by  logarithmic  calculations  and  in  both  cases  the 
interpolations  were  made  with  first  differences  only.  The  logarithms  were 
taken  from  Vega's  logarithmic  tables.  Yours  very  truly, 

New  York.  A.  L.  GAREIS. 
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A  TREATISE  ON  AMERICAN   BUSINESS  LAW,  by   FRANK  HALL 

CHILDS.    Walton  School  of  Commerce.    Four  vols. 

In  this  series  of  volumes  we  have  what  are  evidently  the  bound 
parts  of  a  complete  course  in  business  law  at  the  Walton  school  of 
commerce.  The  entire  set  will  consist  of  six  volumes,  of  which  the 
first  four  are  at  hand.  Volume  I  covers  elementary  law  and  contracts; 
volume  II,  agency  and  partnership;  volume  III,  negotiable  instru- 
ments; and  volume  IV,  property,  real  and  personal,  bailments  and 
carriers,  unfair  competition.  Volume  V  will  cover  corporations  and 
banking,  and  volume  VI,  insurance  and  guarantee. 

The  volumes  are  not  quite  so  formidable  as  they  look,  perhaps, 
the  small  size  of  the  pages  (as  compared  with  the  usual  law  folio), 
and  the  large  print  and  generous  spacing  being  the  principal  reasons 
for  their  size  and  number;  but  at  best  we  think  the  average  student 
would  be  somewhat  daunted  at  the  first  sight  of  them.  By  "average 
student"  we  mean  the  working  accountant  who  is  preparing  himself 
to  take  an  Institute  examination.  If  he  is  enrolled  at  such  a  school  as 
the  Walton  he  will  presumably  have  the  time  to  devote  to  the  course 
which  is  no  doubt  spread  over  a  number  of  terms.  Otherwise  one 
would  hesitate  to  recommend  so  voluminous  a  work  to  the  home 
student  when  there  are  several  handy  manuals  which  will  give  him 
ample  preparation  on  the  fundamentals  of  business  law — and  funda- 
mental principles  are  all  that  the  Institute  examiners  require. 

It  is  quite  true,  as  the  author  says  in  his  preface,  that  the  "account- 
ant, in  public  or  private  practice,  must  have  a  thorough  working  legal 
knowledge";  but  we  take  leave  to  doubt  that  such  knowledge  must 
include  fine  distinctions  made  by  the  courts  in  applying  fundamental 
principles,  many  of  which  are  set  forth  by  Mr.  Childs  in  his  volumes. 
It  may  be  taken  as  a  broad  rule  that  no  public  accountant  should  be 
expected  to  act  as  legal  advisor  to  his  client.  It  is  enough  if  he  is 
sufficiently  grounded  in  legal  knowledge  to  be  able  to  advise  his  client 
when  to  see  his  lawyer.  We  have  had  occasion  to  criticize  our  legal 
brethren  for  their  mistakes  in  accountancy — let  us  not  give  them  the 
opportunity  to  call  us  to  account  for  equally  bad  mistakes  in  the  field 
of  law.  Perhaps  Mr.  Childs  would  say  this  is  all  the  more  reason  for 
intensive  study  of  law  by  the  accountant.  Possibly,  but  we  think  the 
old  adage  of  the  shoemaker  and  his  last  still  applicable,  topsy-turvey 
as  the  world  seems  to  be  to-day. 

Regarded  as  a  popular  treatise  on  business  law  there  can  be  no 
dispute  as  to  the  absorbing  interest  of  this  work.  It  brings  within 
the  mental  grasp  of  the  ordinary  business  man  a  clear  view  of  the 
laws  under  which  he  lives  and  does  business.  Free  from  the  techni- 
calities which  only  the  lawyer  is  trained  to  understand,  it  tells  him 
what  the  fundamental  law  is  and  how  it  applies  in  difficult  cases. 
What  appear  to  the  average  layman  as  absurd  technicalities,  that  seem 
to  contravene  the  plain  intent  of  the  law,  turn  out  on  analysis  to  be 
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perfectly  logical  decisions  applied  to  varying  facts.  One  comes  to 
realize  that  doing  absolute  justice  between  man  and  man  is  a  very 
difficult  and  delicate  transaction.  Mr.  Childs  has  a  beautiful  knack  of 
stating  his  points  clearly  and  his  choice  of  illustrative  cases  is  most 
enlightening.  But  the  thoughtful  accountant  will  be  only  the  more 
convinced  by  his  reading  that  the  less  he  attempts  to  guide  his  client 
through  legal  mazes,  the  better  service  he  will  render  him. 

W.  H.  LAWTON. 

PRACTICAL  ACCOUNTING  PROBLEMS,  by  PAUL-JOSEPH  ESQUERR£. 
The  Ronald  Press  Co.,  New  York. 

As  the  title  indicates  this  is  a  book  of  problems,  twenty  in  num- 
ber, taken  mainly,  we  suppose,  from  C.  P.  A.  examinations,  which 
are  analyzed,  discussed  and  solved  by  the  author  in  accordance  with 
the  principles  laid  down  in  his  work,  Applied  Theory  of  Accounts.  His 
avowed  purpose  is  not  so  much  to  furnish  correct  solutions  as  to 
stimulate  and  develop  in  the  student-reader  the  power  to  analyze 
given  facts,  to  sharpen  his  observation — in  short,  to  induce  him  to 
think,  not  merely  to  remember.  This  is  the  aim  of  every  educator 
and  not  every  one  succeeds  as  well  as  Mr.  Esquerre  so  far  as  form 
and  matter  go.  His  reasoning  is  always  lucid  even  if  at  times  pro- 
vocative. One  does  not  yawn  over  his  pages. 

The  high  percentage  of  conditions  and  failures  in  practical  account- 
ing shown  in  the  Institute  examinations  indicates  the  great  need  of 
more  educational  training  on  the  lines  laid  down  by  Mr.  Esquerre. 
We  would  not  go  with  the  author  so  far  as  to  believe  that  his  system 
can  take  the  place  of  atcual  experience  in  accounting  work,  but  it 
v/ould  help.  The  average  candidate  can  hardly  have  covered  as  wide 
a  field  as  the  usual  examination  paper,  of  course,  but  he  has  had  some 
experience  and  that  should  enable  him  to  understand  and  solve  prob- 
lems in  other  lines.  But  the  more  experience  the  better.  The  proof 
is  shown  in  the  semi-annual  results  of  the  Institute  examinations  in 
the  remarkable  difference  between  the  state  candidates  with  but  one 
or  two  years'  experience  required  and  those  seeking  membership  in 
the  Institute  where  five  years  is  the  minimum.  It  is  the  training  that 
counts. 

The  argument  in  problem  14,  a  case  of  ascertaining  the  value  of  a 
patent  for  federal  taxation  purposes,  is  likely  to  cause  much  discus- 
sion in  the  profession.  The  theory  is  ingenious  and  we  thing  eco- 
nomically well-founded,  being  in  brief  that  the  value  is  the  present 
worth  of  future  estimated  earnings.  This  theory  has  been  adopted  by 
the  treasury  department  in  ascertaining  the  value  of  a  patent  in  the 
case  of  a  decedent's  estate.  But  the  natural  thought  of  the  reader  is 
that  if  this  is  correct  as  applied  to  patents,  why  is  it  no  equally  correct 
to  apply  it  to  such  properties  as  mines  or  oil-wells?  Unfortunately  it 
has  just  been  decided  by  the  courts  (La  Belle  Iron  Works)  that  actual 
cost,  not  value  based  on  estimated  future  earnings,  must  be  the  basis. 
Tt  is  true  that  the  company's  claim  was  not  for  the  present  worth  of 
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such  earnings,  but  in  view  of  the  language  of  the  decision  even  that 
would  seem  barred.  The  way  of  the  inventor  who  fails  to  capitalize 
his  patent  at  once  still  seems  to  be  a  rocky  one  from  the  treasury 
department's  standpoint! 

The  make-up  of  this  book  is  unique  and — expensive.  To  a  lover 
of  fine  books  it  is  a  delight.  It  is  handsomely  bound  in  flexible  covers, 
printed  on  paper  that  the  fingers  instinctively  caress,  in  type  in  imita- 
tion of  ordinary  type-writing  that  lends  a  more  intimate  touch  than 
the  usual  book  type.  But  it  is  large  (9  x  11  x  3),  it  is  printed  on  one 
side  of  the  page  only,  and  with  the  ample  spacing  of  type-written 
manuscript  it  makes  a  book  about  four  times  the  size  it  might  be, 
with  the  consequent  prohibitive  price  of  $10  (and  we  are  told  there 
are  to  be  two  more  volumes  like  it).  For  those  who  can  afford  luxu- 
ries in  books  this  is  no  objection,  but  we  feel  like  remonstrating. 
There  has  been  too  much  of  a  tendency  of  late  on  the  part  of  account- 
ant-writers to  bring  out  expensive  editions  of  books  which  ought  to 
be  made  more  accessible  to  students. 

W.  H.  LAWTON. 

FEDERAL  CORPORATE  INCOME  TAXES,  1921,  by  E.  E.  ROSSMOORE. 

Dodd,  Mead  &  Co.,  New  York.    338  pp. 

This  book  is  designed  to  assist  taxpaying  corporations  in  review- 
ing their  returns  for  taxable  years  since  January  1,  1917.  After  a  short 
introduction,  it  contains  an  interesting  chapter  on  the  organization 
and  methods  of  the  income-tax  unit,  a  chapter  on  the  calculation  of 
taxable  net  income,  one  on  the  determination  of  excess-profits  taxes 
and  one  chapter  dealing  with  consolidated  returns,  assessments  by 
comparisons  with  representative  businesses  and  personal  service  cor- 
porations. Following  these  five  chapters  are  47  problems,  each  with 
the  author's  solution,  the  problem  section  filling  nearly  100  pages.  The  book 
is  well  indexed  and  seemingly  free  from  typographical  errors.  It 
should,  however,  have  been  better  edited  to  insure  smooth  reading. 

The  author's  former  connection  with  the  income-tax  unit  enables 
him  to  describe  its  organization  and  procedures  in  an  interesting  way 
which  would  be  of  some  assistance  to  one  having  business  with  the 
unit:  provided,  of  course,  that  the  unit  was  not  reorganized  before  he 
reached  Washington.  A  large  part  of  the  text  is  easy  reading  of  an 
elementary  character,  being  simply  a  restatement  of  regulations  45, 
in  which  the  authoritative  exactness  of  the  regulations  is  necessarily 
sacrificed,  to  some  extent  at  least,  in  the  process  of  popularization.  On 
the  whole,  the  book  is  more  of  an  essay  than  a  handbook.  It  would 
constitute  a  good  introduction  to  books  dealing  with  the  practical 
preparation  of  returns  or  briefs  on  various  appeals.  Many  cases  are 
discussed  but  none  is  cited  in  any  way  to  be  of  assistance  as  a  prece- 
dent In  fact,  on  page  221  the  author  says  that  "in  the  cases  which 
he  has  cited  herein,  he  has  taken  particular  pains  to  make  changes 
from  the  actual  facts  as  they  existed  so  that  it  would  be  impossible 
to  recognize  the  actual  case  which  was  under  consideration.  He  has 
tried,  however,  to  keep  such  of  the  essential  facts,  with  possibly 
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slight  changes,   as   to   clearly   present    [sic]    the  applicability   of   the    re- 
spective sections  of  the  statutes." 

In  chapter  V  there  is  a  clear  explanation  of  intercompany  profit 
and  of  the  necessity  for  eliminating  it  from  inventories.  This  should 
be  helpful  to  business  men  who  are  interested  in  affiliated  corporations 
but  who  have  not  had  the  time  or  the  inclination  to  become  familiar 
with  this  phase  of  accounting  theory.  In  this  chapter  also  are  some 
very  interesting  examples  of  what  are  not  personal  service  corpora- 
tions and  some  valuable  suggestions  to  corporations  conducting  partly 
personal  service  activities.  The  47  problems  should  be  particularly 
helpful  to  teachers  and  students. 

HAROLD  DUDLEY  GREELEY. 


Announcement  is  made  of  the  discontinuance  of  partnership  re- 
lations between  the  members  of  the  firm  of  Betak  &  Andrews.  The 
firm's  practice  will  be  continued  by  Mr.  Betak  and  Mr.  Andrews 
independently,  the  former  as  T.  W.  Betak  &  Company  at  the  address 
of  the  old  firm,  the  latter  as  F.  B.  Andrews  &  Company  in  the  West- 
minster building,  110  South  Dearborn  street,  telephone  Central  7792. 
Mr.  Joachim  is  withdrawing  from  public  accounting  practice. 


W.  E.  Halter  and  Philip  P.  Holzberg  announce  the  formation  of  a 
partnership  practising  under  the  firm  name  of  Halter-Holzberg  &  Co., 
with  offices  at  214  Sellwood  building,  Duluth,  Minnesota,  and  209  Roger- 
Ruger  building,  Superior,  Wisconsin. 


Maurice  A.  Haas,  Julius  Schlesinger  and  Edward  Gewitz  announce 
the  formation  of  a  partnership  practising  under  the  firm  name  of  Haas, 
Schlesinger  &  Gewitz,  with  offices  at  1133  Broadway,  New  York. 


J.  M.  Lehrfeld  &  Co.,  286  Fifth  avenue,  New  York,  announce  the 
admission  to  partnership  of  Max  Scall,  and  also  the  opening  of  offices 
at  Okmulgee  and  Oklahoma  City,  Oklahoma. 


Allday,  Ronaldson  &  Harris  announce  the  dissolution  of  partner- 
ship and  Ira  S.  Harris  announces  the  opening  of  offices  in  the  City 
National  Bank  building,  Wichita  Falls,  Texas. 


The  Maryland  Audit  Co.  announces  the  removal  of  its  offices  to 
805    Continental   building,    Baltimore. 


Barrow,  Wade,    Guthrie   &  Co.  announce    the    removal    of    their 
Chicago  office  to  111  West  Monroe  street. 


Charles  A.  Klein  announces  the  removal  of  his  office  to  67  Wall 
street,  New  York. 
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TRI-STATE  REGIONAL  MEETING 

A  meeting  of  accountants  of  Delaware,  Maryland  and  Virginia  was 
held  at  the  Monticello  hotel,  Norfolk,  Virginia,  June  17  and  18,  1921. 

The  meeting  was  called  to  order  by  Fred  B.  Hill,  who  stated  that  one 
of  the  purposes  of  the  meeting  was  the  extension  of  the  tri-state  idea 
and  to  organize  a  regional  district  meeting  of  the  American  Institute  of 
Accountants.  Invitations  had  been  extended  to  accountants  in  all  the  south- 
eastern states.  The  states  represented  at  the  meeting  were  Delaware, 
Georgia,  Illinois,  Indiana,  New  Jersey,  North  Carolina,  South  Carolina 
and  Virginia. 

An  address  of  welcome  was  delivered  by  Charles  E.  Ashburner  of 
Norfolk,  and  response  was  made  by  A.  M.  Pullen  of  Richmond. 

An  address  entitled  Accomplishments  and  Purposes  of  Tri-State  Meet- 
ings was  delivered  by  A.  Lee  Rawlings  of  Norfolk. 

After  discussion  it  was  resolved  that  the  next  regional  meeting  should 
be  held  at  Wilmington,  N.  C.,  June  16  and  17,  1922. 

A  letter  on  the  subject  of  Present  Trend  of  Accountancy  Standards  and 
Procedure  from  Robert  H.  Montgomery  was  read  and  discussed. 

Edward  E.  Gore,  of  Illinois,  chairman  of  the  special  committee  on 
national  charter  of  the  American  Institute  of  Accountants,  addressed  the 
meeting  on  the  subject  of  the  work  of  his  committee.  His  remarks  were 
followed  by  general  discussion. 

Paul  F.  Myers,  formerly  of  the  bureau  of  internal  revenue,  delivered 
an  address  on  the  subject  Treasury  Department  Procedure,  Income-tax 
Returns  and  Probable  Changes  in  Revenue  Laws. 

After  the  business  session  the  members  and  guests  drove  to  the  Army 
Base  and  Navy  Base,  and  attended  a  shore  dinner  at  the  Ocean  View  hotel, 
at  which  Will-A.  Clader  was  toastmaster.  H.  H.  Rumble  spoke  on  the 
subject  Growth  of  the  Accounting  Profession. 

The  following  committee  was  appointed  for  the  next  regional  meeting: 

Delaware— Will-A.  Clader 
Maryland — Elmer  L.  Hatter 
Virginia — A.  Lee  Rawlings 
North  Carolina — Charles  A.  Goodno 
South  Carolina — L.  A.  Searson 
Georgia — C.  W.  Saussy 
Florida— Walter  Mucklow 
Alabama— H.  S.  Miller 
Tennessee— W.  A.  Smith 


New  Jersey  State  Board  of  Certified  Public  Accountants 
James  F.  Welch  has  been  appointed  a  member  of  the  State  Board  of 
Certified   Public  Accountants  of  New  Jersey  in  place  of  John  B.  Niven, 
resigned.  

Stewart,  Watts  &  Bollong  announce  the  removal  of  their  offices 
to  50   State   street,   Boston,   Massachusetts. 
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NEW  ENGLAND  REGIONAL  MEETING 

The  second  regional  meeting  of  the  New  England  members  of  the  Ameri- 
can Institute  of  Accountants  was  held  at  Providence,  June  28  and  29,  1921. 
The  committee  in  charge  of  the  meeting  consisted  of : 
Alfred  P.  Ward— Providence 
Lewis  G.  Fisher — Providence 
Chester  R.  Union — Providence 
Adin  S.  Hubbard — Providence 
George  B.  Clegg— Providence 

The  meeting  was  opened  at  the  Narragansett  hotel,  J.  E.  Masters,  of 
Boston,  presiding.  An  address  of  welcome  on  behalf  of  the  Rhode  Island 
Society  of  Certified  Public  Accountants  was  extended  by  Lewis  G.  Fisher 
of  Providence. 

Waldron  H.  Rand,  of  Boston,  chose  as  the  subject  of  his  address  the 
activities  of  the  American  Institute  of  Accountants,  during  the  past  year, 
and  was  followed  by  Everett  E.  Salisbury,  agent  of  the  Atlantic  mills, 
Providence,  who  delivered  an  address  on  the  Value  of  Accounting  Service 
to  the  Business  Man. 

The  afternoon  session  consisted  of  an  address  by  F.  B.  Snyder  of  Phila- 
delphia on  The  Accountant's  Ultimate  Consumer,  and  a  speech  by  Joseph 
French  Johnson,  dean  of  the  New  York  University  school  of  commerce  and 
finance. 

In  the  evening,  a  banquet  was  held  at  the  Narragansett  hotel,  about 
ninety  members  and  guests  being  in  attendance. 

The  second  day  was  devoted  largely  to  entertainment  of  visiting  mem- 
bers, a  buffet  luncheon  being  served  at  the  Pomham  club,  followed  by 
various  sports  and  a  Rhode  Island  clam  bake. 

During  the  business  session,  rules  of  procedure  and  a  plan  for  the 
nomination  and  election  of  officers  was  approved  by  the  members,  and  it 
was  \oted  that  the  next  meeting  would  be  held  in  December  at  Hartford, 
Connecticut.  

New  Mexico  C.  P.  A.  Board 

The  governor  of  New  Mexico  has  appointed  the  following  members  of 
the  accountancy  board  authorized  by  recent  act  of  legislature :  R.  D.  Jones, 
Roswell ;  W.  G.  Logan,  Albuquerque ;  W.  V.  Gano,  Albuquerque. 


Kansas  Institute  of  Certified  Public  Accountants 

The  Kansas  Institute  of  Certified  Public  Accountants  has  recently  been 
organized.  The  following  officers  have  been  elected :  president,  C.  H.  Mont- 
gomery, Wichita;  vice-president,  J.  E.  Caton,  El  Dorado;  secretary  and 
treasurer,  J.  D.  M.  Crockett,  Kansas  City. 


Delaware  State  Board  of  Accountancy 

The  governor  of  Delaware  has  appointed  the  following  members  of  the 
state  board  of  accountancy :  Peter  T.  Wright,  George  M.  Jones  and  Clifford 
E.  Iszard.  The  board  has  elected  Mr.  Wright  president  and  Mr.  Iszard 
secretary  and  treasurer. 
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S.  Elton  Aldrich  and  O.  G.  Maxwell  announce  the  formation  of  a 
partnership  under  the  firm  name  of  Aldrich  &  Maxwell  with  offices 
at  610  Baum  building,  Danville,  Illinois. 


Deloitte,  Plender,  Griffiths  &  Co.  announce  with  regret  that  owing 
to  continued  ill  health,  Francis  F.  White  withdrew  from  the  partnership 
June  30,  1921,  but  has  agreed  to  act  as  consultant. 


Deloitte,  Plender,  Griffiths  &  Co.  announce  that  on  July  1st  George 
Cochrane  and  Harold  B.  Atkins  were  admitted  as  partners  of  the  firm 
resident  in  New  York.  

Crockett,  Couchman  £  Crawford  announce  the  removal  of  their 
New  York  office  to  350  Madison  avenue,  and  the  association  with  them 
of  Walter  E.  Paul.  

Whitfield,  Whitcomb  &  Co.  announce  the  opening  of  offices  at 
Main  and  Second  streets,  Walla  Walla,  Washington,  and  112  East 
Court  street,  Pendelton,  Oregon. 


David  B.  Jacobs  announces  the  removal  of  his  office  to  217  Broad- 
way, New  York.  

George  Zinberg  announces  the  removal  of  his  office  to  799  Broad- 
way, New  York.  

William  J.  Hughes  announces  the  opening  of  an  office  at  241  Oliver 
building,  Pittsburgh,  Pennsylvania. 


Mattison  &  Block  announce  the  removal  of  their  offices  to  330  New 
Humble  Oil  &  Refining  Company  building,  Houston,  Texas. 


Victor  Aaron   announces  the   removal   of  his   offices   to  1023-1024 
American  National  Bank  building,  San  Francisco,  California. 


Albert  J.  Shapiro  announces  the  removal  of  his  office  to  185  Madison 
avenue,  New  York. 

R.  B.  Carr  announces  the  opening  of  a  branch  office  at  9  South 
Franklin  street,  Wilkes  Barre,  Pennsylvania. 


E.  T.  LeBaron  announces  the  opening  of  an  office  at  510   Dyal- 
Upchurch  building,  Jacksonville,  Florida. 


Wright,  Mendenhall  &  Wright  announce  the  opening  of  an  office 
in  the  Wheeler,  Kelly,  Hagney  building,  Wichita,  Kansas. 

234 


Current  Literature 


ACCOUNTANTS'  SOCIETIES 

Accountants'  Institutes  and  Their  Responsibilities.  AUSTRALASIAN  ACCOUNT- 
ANT AND  SECRETARY,  June,  1921,  p.  164-5. 

ACCOUNTING 

Dicksee,  Lawrence  R.  Fundamentals  of  Accountancy.  ACCOUNTANTS'  JOUR- 
NAL, July,  1921,  p.  156-9. 

AGRICULTURE 

Auditing 

Binnie,  Andrew.  Audit  Programmes  and  Procedure.  ACCOUNTANTS'  JOUR- 
NAL, July,  1921,  p.  173-6. 

APARTMENT  HOUSES 

Accounting 

O'Brien,  Frank  J.  What  We  Have  Learned  about  Apartments.  BUILDINGS 
AND  BUILDING  MANAGEMENT,  Aug.  8,  1921,  p.  24-8. 

AUDITING  AND  AUDITORS 

Balance  Sheet  Audits.    RASKINS  AND  SELLS  BULLETIN,  July,  1921,  p.  62-3. 
Binnie,  Andrew.    Audit  Programmes  and  Procedure.    ACCOUNTANTS'  JOUR- 
NAL, July,  1921,  p.  173-6. 

AUTOMOBILES 
Cost  Accounting 

Hart,  Ernest  R.  Four  Better  Motor  Truck  Plans.  SYSTEM,  Aug.,  1921, 
p.  162-4. 

BALANCE-SHEETS 
Davey,  F.    Balance-Sheet  of  a  Limited  Company.    ACCOUNTANT,  July  23, 

1921,  p.  140-5. 

Woolley,  G.  Livingston.  Reserves  and  Funds;  their  relation  on  the  balance- 
sheet  and  method  of  analysis.  THE  ROBERT  MORRIS  ASSOCIATES  MONTHLY 
BULLETIN,  July,  1921,  p.  28-31. 

BANKS  AND  BANKING 

Accounting 
Graham,  Dale.    Practical  Analysis  Methods  for  Large  Banks.    JOURNAL  OF 

THE  AMERICAN  BANKERS'  ASSOCIATION,  Aug.,  1921,  p.  73-7. 
Hannaford,  C.  F.    Notes  on  Foreign  Bank  Balance-Sheets.    ACCOUNTANT, 
July  16,  1921,  p.  104-9. 

BRICK-MAKING 

Cost  Accounting 

Francis,  R.  A.    Cost  Accounting  for  Brick  Manufacturing.    PACE  STUDENT, 

July,  1921,  p.  122-5. 

National  Paving  Brick  Manufacturers'  Association.  System  of  Uniform 
Cost-Finding  Prepared  by  the  Committee  on  Uniform  Cost-Finding. 
Cleveland,  National  Paving  Brick  Manufacturers'  Association,  1921.  44  p. 

BROKERS 
Accounting 

Goodwin,  J.  Pryse.  Aids  to  Management  of  Stock-brokers'  Offices.  JOURNAL 
OF  ACCOUNTANCY,  Aug.,  1921,  p.  120-7. 

Auditing 

Binnie,  Andrew.  Audit  Programmes  and  Procedure.  ACCOUNTANTS'  TOUR- 
NAL,  July,  1921,  p.  173-6. 

BUDGETS 

Mathewson,  Park.  Expense  and  Finance  Budgets:  how  thev  concern  pro- 
duction. INDUSTRIAL  MANAGEMENT,  Aug.  1,  1921,  p.  109-13. 

235 


The  Journal  of  Accountancy 


National 

Charles  G.  Daives  Reports  Savings  of  Over  112  Million  Dollars  through 
New  Budget  System.  COMMERCIAL  AND  FINANCIAL  CHRONICLE,  July  23. 
1921,  p.  361-2. 

CONTRACTORS 
Cost  Accounting 

Connor,  W.  N.  Cost  Accounting  System  for  Construction  Work.  ENGI- 
NEERING AND  CONTRACTING,  July  20,  1921,  p.  66-70. 

CORPORATIONS 
Accounting 

D'Eath,  D.  C.  Machinery  for  the  Company  Secretary.  BUSINESS  ORGANI- 
SATION AND  MANAGEMENT,  July,  1921,  p.  319-25. 

Directors 

Crew,  Albert.     Whole  Duty  of  a  Director.    ACCOUNTANTS'  JOURNAL,  July. 

1921,  p.  145-55. 

Finance 
Staub,  E.  Elmer.     Profits  and  Financing  of  Manufacturing  Corporations. 

JOURNAL  OF  ACCOUNTANCY,  Aug.,  1921,  p.  91-100. 

Law 

Ettinger,  Richard  P.  Corporation  Laws  of  New  York.  New  York,  Pren- 
tice-Hall, Inc.,  1921.  374  p. 

COST  AND  FACTORY  ACCOUNTING 

Cordeal,  Ernest  Management  Problems  of  the  Small  Factory;  costs  and 
their  use.  INDUSTRIAL  MANAGEMENT,  Aug.  1,  1921,  p.  114-20. 

Miller,  Andrew.  Costs  and  Works  Management.  ENGINEERING  AND  INDUS- 
TRIAL MANAGEMENT,  July  14,  1921,  p.  40-1. 

Pearson,  R.  J.  A.  Rise  in  Engineering  Costs.  ENGINEERING  AND  INDUSTRIAL 
MANAGEMENT,  June  23,  30,  July  7,  1921,  p.  713-5,  740-2,  11-13. 

Powell,  P.  W.  Costing  Principles  and  Problems.  AUSTRALASIAN  ACCOUNT- 
ANT AND  SECRETARY,  June,  1921,  p.  183-7. 

S  telling,  Robert.  Work  in  Progress  Account;  an  essential  feature  in  modern 
costing.  ENGINEERING  AND  INDUSTRIAL  MANAGEMENT,  June  30,  1921, 
p.  734-6. 

CREAMERIES 
Accounting 

Mortensen,  M.  Creamery  Bookkeeping.  Ames,  Iowa  State  College  of  Agri- 
culture and  the  Mechanic  Arts.  Agricultural  Experiment  Station.  Dairy 
Section.  March,  1921.  19  p.  (Circular  No.  68.) 

DEPRECIATION 
Roads  and  Highways 

Standard  Costs  in  Paving;  estimate  of  cost  of  ideal  concrete  highway  job, 
1921.  BULLETIN  OF  THE  ASSOCIATED  GENERAL  CONTRACTORS,  July,  1921, 
p.  20-6. 

Waterworks 

Depreciation  Rates  for  Physical  Units  of  Waterworks  of  Springfield,  Mass. 
ENGINEERING  AND  CONTRACTING,  July  13,  1921,  p.  47. 

DICTIONARIES 

Kuhrt,  John  White.  Counting-house  Dictionary  Containing  an  Explanation 
of  the  Technical  Terms  used  by  Merchants  and  Bankers  in  the  Money 
Market  and  on  the  Stock  Exchange.  New  ed.  London,  George  Routledge 
&  Sons.  340  p. 

236 


Current  Literature 


ECONOMICS 

Morgan,  Dennis  H.  Outline  of  Elementary  Economics.  ACCOUNTANT,  July 
23,  1921,  p.  133-8. 

ELECTRIC  AND  STREET  RAILROADS 
Accounting 

Stevenson,  R.  H.  Proper  Construction  Accounting.  AERA,  Aug.,  1921, 
p.  26-9. 

Fares 

Reduced  Fare  in  Cleveland;  on  July  10  the  Cleveland  railway  began  a  thirty- 
day  experiment  with  a  2^-cent  ticket  fare  and  3-cent  cash  fare  for 
downtown  riders.  ELECTRIC  RAILWAY  JOURNAL,  July  23,  1921,  p.  130-1. 

Valuation 

Public  Service  Railway  Offers  Valuation  Argument;  extensive  brief  which 
is  presented  to  the  New  Jersey  board  of  public  utility  commissioners  gives 
all  details  on  which  a  value  of  $200,898,906  is  claimed  and  10-cent  fare 
petitioned.  ELECTRIC  RAILWAY  JOURNAL,  July  16,  1921,  p.  95-6. 

EXAMINATIONS 
American  Institute  of  Accountants 

American  Institute  of  Accountants.  Examination  Questions  Prepared  by  the 
Board  of  Examiners  for  the  Examinations  Conducted  from  June,  1917, 
to  May,  1921,  inclusive.  135  Cedar  Street,  New  York,  American  Institute 
of  Accountants,  1921.  204  p.  $1.50. 

Scotland 

Scottish  Chartered  Accountants'  General  Examining  Board.  Papers,  June, 
1921.  ACCOUNTANTS'  MAGAZINE,  July,  1921,  p.  429-66. 

FORGING 
Costs 

Herdegen,  R.  T.  Analysis  of  Costs  of  Drop-forging;  comparison  of  steam 
and  board  drop  hammers — rate  of  production  studies  as  well  as  costs — 
dividing  line  established  between  types.  IRON  AGE,  Aug.  11,  1921,  p.  325-6. 

FRAUD 

De  Paula,  F.  R.  M.  Detection  of  Fraud  in  Accounts.  ACCOUNTANTS'  JOUR- 
NAL, July,  1921,  p.  188-98. 

GROCERY  TRADE 
Costs 

Harvard  University.  Graduate  School  of  Business  Administration.  Bureau 
of  Business  Research.  Operating  Expenses  in  the  Wholesale  Grocery 
Business  in  1920.  Cambridge,  Harvard  University  Press,  1921.  27  p. 

HOUSING 

How  to  Finance  Co-operative  Apartments.  BUILDINGS  AND  BUILDING  MAN- 
AGEMENT, Aug.  8,  1921,  p.  34-5. 

INSURANCE 
Accounting 

Laird,  T.  P.  Insurance  Companies'  Accounts  and  Audit.  ACCOUNTANTS' 
MAGAZINE,  July,  1921,  p.  383-404. 

INSURANCE,  MARINE 

Cole,  A.  E.   Marine  Insurance.    AUSTRALASIAN  ACCOUNTANT  AND  SECRETARY, 

June,  1921,  p.  178-81. 

INTEREST 
Goodwin,  A.  E.    Cut  Prices— But  Leave  Profits;  at  a  time  of  cost-trimming 

accuracy  in  fixing  costs,  and    hence    prices    and    profits,    is    essential. 

AUSTRALASIAN  ACCOUNTANT  AND  SECRETARY,  June,  1921,  p.  172-3. 

237 


The  Journal  of  Accountancy 


INVENTORIES 

Fryer,  Claude  A.  Excess  Profits  Duty  and  the  Valuation  of  Stock;  with 
particular  reference  to  the  final  accounting  period.  BUSINESS  ORGANI- 
SATION AND  MANAGEMENT,  July,  1921,  p.  339-46. 

Sells,  Elijah  W.  Natural  Business  Year  for  Inventories  and  Fiscal  Closings; 
reprinted  from  the  Illinois  Journal  of  Commerce,  July,  1921.  11  p. 
HASKINS  AND  SELLS  BULLETIN,  July,  1921,  p.  59-61. 

LEATHER 

United  States.  Federal  Trade  Commissions.  Summary  of  Report  on  Shoe 
and  Leather  Costs  and  Prices,  June  10,  1921.  Washington,  Government 
Printing  Office,  1921.  15  p. 

LUMBER 
Cost  Accounting 

Meyer,  E.  M.  Lumber  Costs.  JOURNAL  OF  ACCOUNTANCY,  Aug.,  1921, 
p.  113-19. 

MANAGEMENT 
Employees*  Representation 

Pennsylvania  Defends  Employee  Representation  Plan.  RAILWAY  AGE,  July 
16,  1921,  p.  115-7. 

MINING  AND  METALLURGY 

Finlay,  James  R.  Cost  of  Mining.  A  discussion  of  the  production  of  min- 
erals with  remarks  on  the  geologic,  social  and  economic  foundations  upon 
which  it  rests.  Ed.  3,  revised  and  enlarged.  New  York,  McGraw-Hill 
Book  Co.,  1920.  532  p.  $6. 

MINING  AND  METALLURGY,  COAL 
Costs 

Coffin,  P.  F.  Preparation  Cost  of  Pulverized  Coal.  POWER,  Aug.  16,  1921, 
p.  261-2. 

Cost  Accounting 

Gardiner,  R.  W.  Coal  Production  Costs.  New  York,  July  15,  1921.  16  p. 
(National  Association  of  Cost  Accountants,  Official  Publications,  Vol  2, 
No.  17.) 

MUNICIPAL 

Accounting 

Morey,  Lloyd.  Uniform  Accounting  Classification  for  Illinois  Cities. 
AMERICAN  CITY,  July,  1921,  p.  57-9. 

Finance 

McCall,  J.  H.     Municipal  Finance.     ACCOUNTANTS'  JOURNAL,  July,   1921, 

p.  163-6. 

Government 
Bromley,  J.   W.     Acquisition   of  an   Undertaking  by  a  Local  Authority. 

ACCOUNTANT,  July  2,  1921,  p.  38-40. 

PRINTING 

Cost  Accounting 

Jettinger,  Carl  A.     Cost  System   or  No  Cost  System,   Which f     INLAND 

PRINTER.  Aug.,  1921,  p.  6*17-9 

Porte,  R.  T.  Practical  Cost  System  for  Printing  Offices.  Revised  ed. 
Salt  Lake  City,  Porte  Publishing  Co.,  c!920.  94  p. 

PROFITS 

Staub,  E.  Elmer.  Profits  and  Financing  of  Manufacturing  Corporations. 
JOURNAL  OF  ACCOUNTANCY,  Aug.,  1921,  p.  91-100. 

238 


Current  Literature 


RAILROADS 

Accounting 

Rules  Pertaining  to  the  Preparation  of  Operating  Statistics  on  the  Penn- 
sylvania System.    Pennsylvania  Railway  Company.  c!920.    83  p. 
United  States.  Railroad  Administration.  Accounting  Circulars  Nos.  161, 162. 
2  p. 

Cost  Accounting 

Hutchison,  J.  E.  Unit  Cost  Data  Reduce  Freight  Train  Expense;  prompt 
distribution  of  information  aids  in  cutting  wage  charge  per  hundred 
ton-miles.  RAILWAY  AGE,  July  23,  1921,  p.  161-3. 

Lisman,  F.  J.  Remedies  for  Wastes  in  Railway  Operation;  more  thorough 
and  intelligent  cost-keeping  methods  necessary — where  are  the  greatest 
leaks?  RAILWAY  AGE,  July  9,  1921,  p.  59-63. 

Costs 

Expenditures  of  the  Railways  for  Labor  and  Material;  over  a  billion  dollars' 

worth  of  material  used  to  maintain  and  operate  class  1  roads  in  1920. 

RAILWAY  AGE,  July  30,  1921,  p.  199-202. 
Operating  Revenue  and  How  it  was  Expended;  a  review  in  colored  charts 

of  the  figures  and   charges  conditions   from   1912-20.     RAILWAY  AGE, 

July  30,  1921,  p.  203-5. 

Valuation 
Tentative  Valuations  Issued.    RAILWAY  AGE,  July  16,  1921,  p.  109. 

REORGANIZATIONS 

Jordan,  Herbert  W.  Conversion  of  a  Business  into  a  Private  Company. 
ACCOUNTANTS'  JOURNAL,  July,  1921,  p.  199-210. 

ROADS  AND  HIGHWAYS 
Costs 

Standard  Costs  in  Paving;  estimate  of  cost  of  ideal  concrete  highway  job, 
1921.  BULLETIN  OF  THE  ASSOCIATED  GENERAL  CONTRACTORS,  July,  1921. 
p.  20-6. 

SHOES 

United  States.  Federal  Trade  Commission.  Summary  of  Report  on  Shoe 
and  Leather  Costs  and  Prices,  June  10,  1921.  Washington,  Government 
Printing  Office,  1921.  15  p. 

SOAP 

Profits  and  the  Cost  of  Production.  BUSINESS  ORGANISATION  AND  MAN- 
AGEMENT, July,  1921,  p.  312. 

STATEMENTS 

Basset,  W.  R.  Modern  Production  Methods;  the  statement  of  condition  and 
operating  statement.  AMERICAN  MACHINIST,  Aug.  4,  1921,  p.  184-7. 

Financial 

Illinois  Manufacturers'  Costs  Association.  Preparation  and  Use  of  Finan- 
cial Statements.  76  West  Monroe  Street,  Chicago,  Illinois  Manufac- 
turers' Costs  Association,  1921.  19  p. 

STATISTICS 

United  States.  Department  of  Commerce.  Statistical  Abstract  of  the 
United  States,  1920.  Washington,  Government  Printing  Office,  1921. 
874  p.  50c. 

STORES  SYSTEMS  AND  STOCK  RECORDS 

Continuous  Stores  Keeping  Cuts  Investment;  system  of  checks  and  almost 
automatic  control  of  ordering  material  economizes  in  space  required  and 
in  amount  carried.  IRON  AGE,  Aug.  4,  1921,  p.  253-4. 

Kreuter,  V.  C.  Six  Wavs  to  Simplify  Stock  Room  Routine;  the  plans  used 
by  this  company  will  show  you  how,  through  changes  in  stock-room 
routine,  difficulties  in  routing,  production,  cost  keening  and  inventory 
work  may  be  ironed  out.  FACTORY,  Aug.,  1921,  p.  192-4. 

239 


The  Journal  of  Accountancy 


TAXATION 
Sales 

Staub,  Walter  A.  Fallacies  of  the  Sales  Tax.  JOURNAL  OF  ACCOUNTANCY, 
Aug.,  1921,  p.  81-90. 

TAXATION,  GREAT  BRITAIN 

Income   and  Excess-Profits 

Fryer,  Claude  A.  Excess  Fronts  Duty  and  the  Valuation  of  Stock;  with 
particular  reference  to  the  final  accounting  period.  BUSINESS  ORGANI- 
SATION AND  MANAGEMENT,  July,  1921,  p.  339-46. 

Memorandum  Prepared  by  the  Federation  of  British  Industries  on  the 
Treatment  of  Forward  Contracts  and  Bad  Debts  for  Purposes  of  Excess 
Profits,  on  which  the  Federation  Have  Addressed  a  Communication  to 
the  Chancellor  of  the  Exchequer.  ACCOUNTANTS'  MAGAZINE,  July,  1921, 
p.  405-7. 

TAXATION,  NEW  YORK 

Corporations 

Powell,  Henry  M.  Taxation  of  Corporations  and  Personal  Income  in  New 
York.  Ed.  4.  New  York,  Boyd  Press,  1921. 

Vol.  1.     Corporations'  real  and  personal  property. 

TAXATION,  UNITED  STATES 
Income  and  Excess-Profits 

Haig,  Robert  Murray,  ed.  Federal  Income  Tax,  by  Robert  Murray  Haig, 
Thomas  S.  Adams,  Thomas  Reed  Powell,  Fred  T.  Field,  Robert  H. 
Montgomery,  George  E.  Holmes,  Arthur  A.  Ballantine,  Walter  A.  Staub, 
R.  V.  Norris  and  P.  S.  Talbert ;  a  series  of  lectures  delivered  at  Colum- 
bia University  in  December,  1920,  edited  by  Robert  M.  Haig,  with  an 
introduction  by  E.  R.  A.  Seligman.  New  York,  Columbia  University 
Press,  1921.  271  p. 

United  States.  Treasury  Department.  Statistics  of  Income :  compiled  from 
the  returns  for  1918.  Washington,  Government  Printing  Office,  1921. 
150  p. 

Sales 

United  States.  Treasury  Department.  Sales  Tax  Rulings.  Washington, 
Government  Printing  Office. 

TELEPHONE  AND  TELEGRAPH 
Rates 

McKay,  Charles  W.  Telephone  Rates  and  Values.  Boston,  Cornhill  Pub- 
lishing Co.,  c!921.  245  p.  $4.50. 

CONTENTS:  Commission  form  of  public  utility  regulation;  Appraisal  terms: 
Determination  of  fair  value:  Direct  construction  costs;  Collateral  construc- 
tion costs;  The  non-physical  assets;  Preliminary  steps  of  inventory;  The 
inventory  of  real  estate  and  equipment;  The  outside  plant  inventory;  Inven- 
tory of  miscellaneous  equipment;  Preliminary  discussion  of  unit  costs;  Unit 
costs  for  real  estate  and  equipment;  Unit  costs  for  pole  lines;  Unit  costs  for 
the  aerial  cable  plant;  Outside  wire  costs;  Conduit  costs;  Underground  cable 
unit  costs:;  Miscellaneous  unit  costs;  Depreciation;  The  function  of  the 
appraisal  in  rate-making;  Telephone  appraisement  by  short  methods. 

VOUCHERS 

Geijsbeek,   J.    B.     Sufficiency   of    Vouchers.     JOURNAL   OF   ACCOUNTANCY, 

Aug.,  1921,  p.  101-12. 

WAGES,  FEES,  ETC. 
Wolfe,  F.  E.     Survey  of  Profit  Sharing  and  Bonuses  in  Chicago  Printing 

Plants.    JOURNAL  OF  POLITICAL  ECONOMY,  July,  1921,  p.  521-42. 

WATERWORKS 
Rates 

University  of  Kansas.  Lawrence.  Extension  Division.  Municipal  Reference 
Bureau.  Water  Rates  in  161  Kansas  Cities,  together  with  a  directory 
of  all  the  waterworks  plants  in  the  cities  of  Kansas ;  comp.  by  the  Munici- 
pal Reference  Bureau,  Feb.  10,  1921.  57  p. 

240 


The  JOURNAL  0/™  ACCOUNTANCY 

Official  Organ  of  the  AMERICAN  INSTITUTE  OF  ACCOUNTANTS 
¥01.32  OCTOBER,  1921  No.  4 


Report  of  the  President  of  the 
American  Institute  of  Accountants* 

By  CARL  H.  NAU 

In  performing  the  duties  of  the  office  to  which  you  elected 
me  one  year  ago,  I  have  found  more  of  joy  than  burden,  mere 
occasion  for  substantial  personal  satisfaction  than  discontent  with 
the  work  incidental  to  a  discharge  of  the  obligations  incumbent 
upon  the  president  of  the  Institute. 

This  has  been  due  to  the  constant  and  wise  support  of  the 
executive  committee;  to  the  faithful  and  intelligent  work  of  the 
secretary  and  the  treasurer ;  to  the  loyal  work  of  the  various  com- 
mittees and  to  the  wise  counsel  and  disinterested  advice  of  that 
ever-increasing  number  of  our  membership  of  whom  it  pleases 
me  to  think  as  "the  elders  in  Israel." 

Of  course,  the  governing  and  policy-determining  body,  which 
shapes  the  destinies  of  our  Institute,  is  the  council.  The  council, 
however,  meets  only  three  times  a  year.  The  duty  of  supervising 
and  directing  the  growing  work  of  the  Institute  falls  to  its  officers 
and  to  the  executive  committee.  Theirs  is  the  responsibility,  as 
well  as  the  joy,  of  doing  the  things  that  they  delight  in  doing; 
but  to  the  secretary  belongs  the  real  burden  of  the  work.  It  is, 
however,  the  privilege  of  the  president  annually  to  report  upon 
the  work  and  achievements  of  the  Institute  during  the  year  and 
to  invite  your  attention  to  its  problems  and  its  programme  for 
the  future. 

Manifestly  it  would  be  impossible  for  the  president's  report 
to  include  mention  of  the  many  items  of  performance  and  plan- 
ning which  are  dealt  with  in  the  reports  of  the  council,  the  execu- 
tive committee,  the  board  of  examiners,  the  treasurer,  the  sec- 
retary and  the  various  standing  and  special  committees.  These 
should  be  read  by  every  member  of  the  Institute  who  would  be 
informed  concerning  its  activities  and  its  accomplishments. 

•Presented  at  the  annual  meeting  of  the  American  Institute   of  Accountants,   Sep- 
tember 20,  1921. 
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Perhaps  the  most  outstanding  feature  of  the  year — one  which 
marks  a  new  departure  and  a  new  development  in  the  activities 
of  the  Institute — is  the  organization  of  several  subsidiary  groups 
for  the  purpose  of  holding  annual  or  semi-annual  regional  meet- 
ings. During  the  past  year  three  such  regions  have  been  formed 
as  follows: 

(1)  A  mid  western  region,  which  held  a  meeting  in  Chicago 
in  November  and  another  in  Detroit  in  April.    This  region  com- 
prises the  states  of  Ohio,  Indiana,  Kentucky,  Michigan,  Illinois, 
Wisconsin,  Iowa,  Minnesota  and  Missouri.    It  will  hold  its  next 
meeting  in  Des  Moines. 

(2)  A  region  comprising  the  New  England  states,  which  held 
its  first  meeting  in  Boston  in  December  and  its  second  meeting 
in  Providence  in  June. 

(3)  A  region  comprising  the  former  tri-state  group  of  Dela- 
ware, Maryland  and  Virginia,  with  the  addition  thereto  of  some 
of  the  southern  and  southeastern  states,  which  held  its  first  meet- 
ing in  Norfolk  in  June. 

These  meetings  were  attended  by  from  one  hundred  and 
twenty-five  to  over  three  hundred  accountants,  many  of  whom 
were  not  members.  The  committees  provided  most  interesting 
and  instructive  programmes  and  the  meetings  were  fraught  with 
large  possibilities  for  the  good  of  the  profession  and  of  the 
Institute. 

It  was  the  privilege  of  your  president  to  attend  and  address 
the  meetings  held  at  Chicago,  Boston  and  Detroit,  and  only  a  prior 
engagement,  which  involved  the  plans  of  others  than  himself, 
prevented  him  from  being  present  at  the  Providence  and  Norfolk 
meetings  in  June. 

He  also  attended  a  meeting  of  the  Pittsburgh  Institute,  which 
is  working  on  plans  to  organize  a  region  tentatively  comprising 
the  states  of  Pennsylvania,  West  Virginia  and  parts  of  New  York 
and  Ohio. 

The  first  region  to  be  formed  consists  of  states  quite  remote 
from  each  other.  As  this  movement  for  regional  meetings  de- 
velops, it  is  not  improbable  that  localities  which  are  at  present 
included  in  regions  already  formed  may  find  it  expedient  to  join 
with  districts  which  are  parts  of  other  regions  as  well  as  with 
districts  not  yet  members  of  a  region,  in  the  formation  of  new 
regions  geographically  more  compact  and  more  accessible  to  all 
the  members  residing  therein. 
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As  I  apprehend  it,  these  regional  meetings  are  intended 
chiefly — 

(1)  To  facilitate  more  cordial  intercourse  between  members 
of  the  Institute. 

(2)  To  establish  and  maintain  a  point  of  contact  between  the 
the  Institute  and  accountants  who  are  either  now  or  may 
become  eligible  to  membership  in  the  Institute. 

(3)  To  afford  an  opportunity  for  the  exchange  of  opinion 
upon  questions  of  accounting  and  to   listen  to  papers 
upon  and  discuss  timely  accounting  topics. 

The  most  noteworthy  achievement  during  the  year  was  the 
publication  qf  the  Accountants'  Index.  It  is  one  of  the  most  com- 
plete publications  of  its  kind  which  I  have  ever  seen;  it  is  a  per- 
fect mine  of  information,  or  rather  sources  of  information,  and 
should  have  a  place  in  the  library  of  every  member  of  the  Insti- 
tute. It  is  by  far  the  most  ambitious  work  yet  undertaken  by  the 
library  of  the  Institute  and  is  a  monument  to  the  indefatigable 
industry  and  the  broad  accomplishments  of  its  librarian. 

The  library,  operated  with  the  income  from  the  endowment 
fund,  has  become  one  of  the  most  valuable  of  the  Institute's 
activities.  Many  of  our  members,  I  fear,  have  not  yet  discovered 
what  an  important  and  extremely  valuable  help  the  information 
service  of  the  library  can  be  to  them  in  the  daily  practice  of  their 
profession.  Let  me  again  call  this  important  service  to  your  atten- 
tion and  ask  you  to  avail  yourself  of  it  should  you  not  already  be 
acquainted  with  what  it  can  do  for  you. 

During  the  past  year  the  Institute  has  taken  over  the  publi- 
cation of  THE  JOURNAL  OF  ACCOUNTANCY.  For  this  purpose  a 
corporation  called  "The  Journal  of  Accountancy,  Incorporated," 
was  formed.  The  officers  of  the  Institute  are  the  officers  of  this 
corporation.  We  confidently  expect  that  many  of  the  distresses 
which  were  incident  to  the  publication  of  the  JOURNAL  will  now 
be  almost  entirely  obviated,  and  considerable  improvement  may 
be  confidently  expected  in  the  business  management  of  the  maga- 
zine. The  report  of  the  committee  on  publication  deals  with  this- 
question. 

During  the  past  year  your  president  addressed  several  com- 
munications to  the  members,  intended  to  enlist  their  help  and 
cooperation  to  increase  the  subscription  lists  of  the  JOURNAL. 
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The  responses  to  these  requests  have  been  magnificent,  and  I 
personally  desire  to  thank  you  for  your  interest  and  to  solicit  its 
continuance.  The  JOURNAL  is  now  under  the  control  of  the  Insti- 
tute and  can  be  made  a  valuable  instrument  not  only  to  advance 
the  interests  of  the  profession,  but  also  to  increase  the  income  of 
the  Institute  and  thus  to  enlarge  and  promote  its  activities. 

In  the  absence  of  Mr.  Goodloe  and  at  the  request  of  the  Iowa 
society,  the  president  appointed  Mr.  Gore  to  represent  the  Insti- 
tute in  appearing  before  the  Iowa  legislature  in  a  matter  of  some 
proposed  legislation  adverse  to  the  best  interests  of  accountancy 
standards  which  have  been  set  by  the  Institute.  I  am  sure  that 
the  thanks  of  the  Institute  are  extended  to  Mr.  Gore  who  is  always 
willing  to  serve  the  profession  when  called  upon  "and  is  well 
qualified  to  do  so. 

The  voluminous  correspondence  of  your  president  requires  no 
mention  other  than  to  say  that  while  some  of  it  may  have  caused 
him  momentary  anxiety,  if  not  distress,  the  larger  part  of  it  was 
one  of  the  delights  of  the  duties  of  the  office  and  was  fraught 
with  much  joy  in  that  it  enabled  him  to  help  in  forwarding  the 
purposes  of  the  Institute. 

During  the  year  our  membership  has  been  increased  by  fifty- 
four  members  and  sixty-seven  associates.  In  addition  to  the  work 
incidental  to  the  examination  of  applicants  for  membership  in  the 
Institute,  the  board  of  examiners  has  examined  the  papers  of 
1,414  candidates  for  C.  P.  A.  registration.  Thirty-six  state  boards 
of  accountancy  now  cooperate  with  your  board  of  examiners  by 
setting  the  Institute  examination  for  admission  to  practise  as 
certified  public  accountants  in  the  cooperating  states. 

It  is  my  painful  duty  reverently  to  announce  the  death  of  ten 
of  our  members  during  the  year. 

Remembering  the  wise  prevision  and  the  far-seeing  states- 
manship of  Mr.  George  O.  May  and  the  generosity  of  those  who 
contributed  to  the  creation  of  our  endowment  fund,  I  take 
especial  pleasure  in  announcing  a  contribution  to  the  fund  by 
Mr.  Ernest  W.  Seatree  of  $10,000.00  par  value  3^  per  cent. 
Liberty  bonds.  After  an  association  with  us  of  some  twenty  years, 
Mr.  Seatree  takes  up  his  residence  in  France  and  makes  his  de- 
parture the  occasion  to  give  tangible  expression  to  his  thankful- 
ness for  the  opportunities  and  blessings  this  country  has  afforded 
him  and  a  token  of  grateful  recognition  of  the  benefits  and  help 
he  has  received  from  the  Institute. 
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I  doubt  not  that,  from  time  to  time,  others  in  our  membership 
will  feel  within  themselves  the  urge  to  contribute  to  the  growth 
of  the  endowment  fund  as  a  testimonial  of  their  love  for  their 
profession  and  as  a  recognition  of  the  benefits  derived  from  their 
membership  in  the  American  Institute  of  Accountants,  the  or- 
ganized exponent  of  the  profession  in  this  country. 

The  report  of  the  committee  on  national  charter  was  not  at 
hand  at  the  time  of  writing  this  report.  Right  action  upon  this 
question  will  tremendously  affect  the  future  of  the  Institute  and 
the  profession  generally.  May  wise  counsel  and  the  highest  order 
of  statesmanship  dictate  the  conclusions  reached  in  deciding  our 
action. 

Perhaps  the  most  important  matter  to  come  before  this  meet- 
ing for  discussion  is  the  report  of  the  committee  on  professional 
advancement,  advance  copies  of  which  have  been  sent  to  each 
member  of  the  Institute. 

This  special  committee  was  appointed  by  the  president  pur- 
suant to  a  resolution  of  the  council  following  a  discussion  of  the 
question  of  publicity  at  the  general  meeting  last  September  and 
the  adoption  of  a  motion  that  it  was  the  sense  of  the  meeting 
that  this  topic  should  be  given  a  special  place  on  the  programme 
for  1921. 

The  report  deals  with  a  question  upon  which,  sooner  or  later, 
the  Institute  must  take  a  definite  stand.  It  must  sanction  prac- 
tices which  give  great  offense  to  a  large  number  of  professional 
men  or  it  must  incorporate  a  definite  rule  in  its  ethical  code — one 
which  it  is  prepared  to  enforce  rigidly.  The  period  of  temporizing 
with  this  question  is  speedily  coming  to  a  close. 

The  view  of  your  president  upon  this  question  was  expressed 
at  the  first  regional  meeting  held  in  Chicago  when  he  said: 

Accountants  as  a  body  insist  that  their  vocation  is  a  profession  as  dis- 
tinguished from  a  commercial  pursuit.  No  body  of  professional  practi- 
tioners can  permanently  lay  claim  to  a  professional  status  and  engage  in 
unprofessional  practices.  While  individual  practitioners  may  occasionally, 
perhaps  persistently,  violate  the  code  of  ethics  of  their  profession,  the 
development  of  the  ethical  precepts  and  rules  of  professional  conduct 
adopted  by  the  organized  body  of  any  profession  must  be  such  as  to 
distinguish  it  and  set  it  apart  from  ordinary  commercial  pursuits. 

It  is  my  hope  that  substantial  progress  in  dealing  with  this 
troublesome  question  will  be  made  at  this  meeting. 

Since  the  last  annual  meeting  the  Institute  has  acquired  its 
own  building  at  135  Cedar  street,  New  York,  and  all  the  activities 
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conducted  by  it  are  now  housed  under  its  own  roof.  I  think  it 
may  be  assumed  that  the  experimental  period  in  the  history  of 
the  Institute  has  been  passed  and  that  it  is  now  safely  to  be 
counted  among  the  established  and  enduring  institutions  of  our 
time.  With  its  own  building  worth  approximately  $100,000.00, 
with  a  growing  endowment  fund  at  present  amounting  to  over 
$180,000.00,  owning  and  publishing  a  promising  magazine  prop- 
erty and  having  an  annual  income  adequate  for  its  current  opera- 
tions, it  has  acquired  some  of  the  attributes  of  permanence  and 
the  right  to  look  forward  to  a  life  of  expanding  influence  in  the 
business  world,  of  growing  usefulness  in  the  progress  of  our  pro- 
fession and  of  ever-increasing  helpfulness  to  its  members. 


246 


Some  Considerations  Involved  in  the 
Valuation  of  Goodwill* 

By  HERBERT  C.  FREEMAN 

So  many  definitions  of  goodwill  have  been  given  by  the  courts 
and  by  writers  on  economics  and  accounting  that  it  appears  to  be 
almost  as  futile  to  attempt  a  new  definition  as  to  quote  those 
already  on  record.  The  subject  is,  however,  one  of  considerable 
interest  and  the  opinion  may  be  ventured,  with  all  respect,  that 
a  new  interpretation,  let  us  say,  rather  than  a  definition,  of  the 
term  is  not  untimely. 

Stated  as  an  asset  in  corporate  banance-sheets,  goodwill  has 
been  an  object  of  grave  concern  to  orthodox  accountants  since 
accountancy  has  been  a  profession.  A  natural  repugnance  to  in- 
tangible, possibly  ephemeral  assets,  combined  with  the  feeling 
that  the  goodwill  was  inseparable  from  the  business  and,  there- 
fore, should  not  be  stated  as  a  distinct  asset,  led  conservative 
men  to  take  the  position  that  the  item  of  goodwill  in  a  balance- 
sheet  was  an  undesirable  one.  As  well  set  a  price  upon  the 
specific  properties  of  a  material,  as  distinguished  from  the  value 
of  the  material  itself,  as  place  a  value  upon  that  which  converted 
a  mere  schedule  of  property  and  debts  into  the  balance-sheet  of 
a  going  concern.  To  those  whose  economic  creed  remained 
sufficiently  undisturbed  by  more  modern  thought,  goodwill  might 
almost  as  well  be  regarded  as  a  liability  as  an  asset,  for  it  repre- 
sented the  inequality  which  would  attract  competition  and  thus 
in  due  course  reduce  the  business  to  the  inevitable  dead  level 
towards  which  was  the  trend  of  the  reward  of  capital  in  all  static 
communities.  Viewed  from  this  aspect,  it  was  certainly  an  asset 
to  be  amortized  as  speedily  as  possible. 

Nevertheless  the  hard  facts  persisted  that  business  men  were 
willing  to  give  valuable  consideration  to  acquire  goodwill,  that 
the  courts  recognized  that  goodwill  had  a  specific  and  separate 
value  although  inseparable  from  the  business  to  which  it  adhered 
and  accountants  were  frequently  and  continually  called  upon  to 
determine  that  value.  In  the  series  of  industrial  consolidations 
which  took  place  during  the  period  from  1860  on,  the  necessity 
for  recognizing  the  variations  between  the  proportions  shown  by 
the  earning  powers  of  the  respective  constituent  businesses  and 

*A   paper   read   at   the   annual   meeting   of   the  American   Institute    of   Accountants, 
September  20,  1921. 
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those  shown  by  the  tangible  assets  contributed  by  them  to  the 
consolidation  resulted,  apart  from  any  other  actuating  motive, 
in  the  establishment  of  valuations  for  goodwill,  so-called,  which 
appeared  in  the  balance-sheets  of  the  consolidated  companies,  in 
many  cases  merged  with  the  values  of  other  fixed  assets. 

Then  followed  the  period  of  corporate  promotions  in  which 
the  manager-proprietor  invited  the  investor-proprietor  to  take  a 
participation  in  a  business  which  he,  the  manager-proprietor  or 
possibly  his  family  for  generations  before  him,  had  built  up,  on 
condition,  however,  that  the  goodwill  value  should  be  adequately 
recognized. 

A  formula  for  the  determination  of  the  value  of  goodwill, 
applicable  to  such  cases,  had  been  generally  accepted  and  given 
legal  sanction,  but  very  considerable  latitude  remained  in  the 
application  of  the  formula,  and  nothing  approaching  uniformity 
of  practice  had  been  developed.  This  fact,  in  conjunction  with 
the  almost  complete  discretion  given  to  directors,  acting  in  good 
faith,  to  determine  the  value  to  a  company  of  any  property  ac- 
quired resulted  in  goodwill  valuations  being  set  up  which  in  many 
instances  exceeded  in  amount  the  entire  value  of  the  tangible 
assets  of  the  company.  In  a  few  cases  the  directors  acted  upon 
the  strength  of  specific  appraisals  of  the  goodwill  made  by  ac- 
countants. In  the  majority  of  instances,  however,  accountants 
were  not  consulted  as  to  the  value  of  the  goodwill,  which  was 
determined  by  the  bankers  and  confirmed  by  the  appraisal  of  a 
committee  of  independent  appraisers,  generally  merchants  of 
high  standing,  upon  whose  report  the  directors  acted.  The  value 
thus  established  accordingly  had  due  legal  authority  to  support 
it,  in  the  sense  that  the  courts  would  not  question  the  judgment 
of  the  directors  and  that  the  stock  issued  for  the  property,  in- 
cluding goodwill,  would  be  fully  paid  and  the  validity  of  its 
issue  upheld.  There  was,  at  any  rate,  nothing  in  the  procedure 
which  could  in  any  way  mislead  an  investor  or  a  speculator,  and 
an  accountant  could  certify  to  the  accuracy  of  the  balance-sheet 
without  any  misgivings  as  to  the  goodwill  valuation.  So  many 
elements  enter  into  the  determination  of  market  value  that  it  is 
perhaps  incorrect  to  say  that  the  stock  market  passed  judgment 
upon  the  basis  of  capitalization  of  goodwill  in  each  particular 
case  in  establishing  the  price-level  for  the  stock  issued,  in  effect, 
against  goodwill.  In  a  broad  sense,  however,  this  statement  is 
probably  justified. 
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Accountants  thus  became  accustomed  to  accept,  at  any  rate 
without  protest,  goodwill  valuations  in  the  determination  of 
which  they  may  have  had  no  part  and  the  amounts  of  which  they 
in  all  cases  might  not  be  prepared  to  defend.  That  this  is  the 
case  is  evident  from  a  table  given  in  a  study  of  industrial  flota- 
tions made  from  Johns  Hopkins  University  by  Kemper  Simpson 
(The  Capitalization  of  Goodwill,  pp.  44-45)  in  which  is  shown 
the  "probable  percent  earned  on  the  common  stock,  after  deduct- 
ing preferred  dividends  from  net  profit,"  in  the  case  of  forty- 
six  companies  in  which  on  the  average  the  preferred  stock 
represented  seven-tenths  of  the  tangible  assets.  In  two  cases 
the  percentage  is  zero;  in  eleven  cases  it  is  five  per  cent,  or  less; 
in  twenty-one  cases  it  is  between  five  and  ten  per  cent. ;  in  five 
cases  it  is  between  ten  and  twenty  per  cent. ;  in  six  cases  it  is  be- 
tween twenty  and  thirty  per  cent,  and  in  one  case  it  is  over  thirty- 
per  cent. — obviously  too  great  a  variation  to  be  capable  of  sub- 
stantiation by  a  uniform  rule,  uniformly  applied. 

It  is  to  be  feared  that  in  the  minds  of  many  the  item  of 
goodwill  in  the  balance-sheets  of  these  companies  was  looked 
upon  as  merely  a  "balancing  figure,"  of  no  particular  signifi- 
cance, although  understood  to  bear  some  relation  to  "earning 
power."  The  possibility  that  investors,  small  investors  particu- 
larly, might  be  misled  by  the  sale  of  certificates  representing 
stock  of  so  many  dollars'  par  value,  issued  for  a  mixed  aggregate 
of  assets  of  which  intangibles  constituted  a  predominating  or 
considerable  part,  did,  indeed,  lead  to  the  passage  of  no-par-value 
stock  laws  in  New  York  and  several  other  states,  it  being  one 
of  the  manifest  intentions  in  the  minds  of  the  authors  of  these 
laws  that  stock  of  this  character  should  be  issued  in  the  acquisi- 
tion of  property  of  which  the  value  was  so  much  a  matter  of 
arbitrary  determination  that  no  definite  measure  for  it  could  be 
established.  Whether  this  has  been  accomplished  with  any 
beneficial  effect  so  far  as  the  small  investor  is  concerned  does  not 
enter  into  the  present  discussion. 

It  may  be  conceded,  however,  that  the  corporation  which 
carried  no  valuation  for  goodwill  in  its  balance-sheet  was 
generally  regarded  as  being  conservatively  capitalized,  while  the 
one  in  which  goodwill  was  carried  at  any  substantial  value  was 
frequently  referred  to  as  having  "watered  stock." 

From  this  point  of  view,  then,  the  revenue  acts  of  1917 
and  of  1918  penalized  conservatism  and  put  a  premium  on 
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"watered  stock,"  so-called,  in  permitting  the  inclusion  of  good- 
will in  invested  capital,  within  certain  limitations,  not  only  in 
cases  in  which  "payment  has  been  bona  fide  made  therefor  speci- 
fically as  such  in  cash  or  tangible  property"  (when  indeed  there 
could  be  very  little  question  of  its  exclusion),  but  also  in  cases 
in  which  it  had,  prior  to  March  3,  1917,  been  also  acquired  by 
the  issue  of  stock.  The  sections  of  the  law  (title  I,  sec.  207  of 
the  law  of  1917  and  title  III,  sec.  326  of  the  law  of  1918)  are 
too  well  known  to  call  for  quotation  here. 

The  principal  limitation  placed  by  the  law  upon  the  amount 
at  which  goodwill  shall  be  included  in  invested  capital  is  that  it 
is  not  to  exceed  the  actual  cash  value  at  the  time  of  such  purchase. 
Since  in  the  vast  majority  of  cases  an  independent  cash  offer 
for  the  goodwill  at  the  date  of  purchase  is  not  in  evidence  to 
substantiate  the  value  at  which  it  is  sought  to  include  the  good- 
will, the  problem  resolves  itself  into  a  valuation  by  formula  or 
computation.  The  supplementary  limitation  placed  by  the  law 
upon  the  value,  viz :  a  maximum  of  twenty  per  cent,  of  the  capital 
stock  outstanding  on  March  3,  1917,  in  the  act  of  1917,  and 
twenty-five  per  cent,  (including  other  intangibles)  under  the  act 
of  1918,  might  appear  to  render  the  determination  of  the  actual 
cash  value  a  matter  of  secondary  importance,  but  the  revision 
of  tax  returns  for  the  year  1917  and  subsequent  years  now  in 
progress  by  the  treasury  department  is  being  made  on  a  basis 
which  indicates  that  the  proof  of  actual  cash  value  is  not  to  be 
regarded  as  any  perfunctory  matter.  The  point  of  view  is  some- 
what changed.  Most  of  the  legal  cases  having  to  do  with  the 
valuation  of  goodwill  arise  from  the  desire  of  state  governments 
to  establish  a  value  of  goodwill  in  taxing  the  estates  of  decedents ; 
now  the  federal  authorities  are  interested  in  ameliorating  the 
gross  inequity  arising  from  the  failure  of  the  law  to  permit  any 
valuation  of  goodwill  in  cases  in  which  no  capital  stock  had  been 
issued  for  it  and,  incidentally,  in  collecting  taxes.  Accountants 
on  the  other  hand  are  taking  a  distinctly  more  liberal  view  of 
goodwill.  One  is  strangely  reminded  of  Pope's  line  concerning 
the  "monster  of  so  frightful  mien"  which  "we  first  endure,  then 
pity,  then  embrace."  The  embrace,  however,  must  be  given  and 
received  with  due  decorum.  One  must  not  permit  a  tax  law  or  a 
series  of  tax  laws  to  change  him  into  a  philanderer,  even  with 
intangibles !  The  question  of  the  valuation  of  goodwill  must  be 
looked  at  from  a  strictly  disinterested  point  of  view,  not  with 
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regard  solely  to  taxes,  and  our  reasoning  on  the  subject  must  be 
as  nearly  abstract  as  the  case  will  permit. 

The  time  is  opportune,  however,  to  reconsider  somewhat  the 
nature  of  goodwill  and  to  examine  the  basis  or  bases  for  its 
valuation. 

The  conception  of  goodwill  has  undoubtedly  grown  broader 
from  time  to  time,  the  extension  of  the  idea  apparently  following 
to  some  extent  the  increasing  complexities  of  modern  business, 
with  the  consequent  application  of  the  term  to  conditions  of  the 
most  varied  character.  A  tendency  would  appear  to  have  de- 
veloped to  treat  goodwill  as  synonymous  with  earning  power  to 
the  extent  that  such  earning  power  exceeds  the  ability  to  yield  a 
certain  arbitrary  rate  of  income  upon  the  tangible  capital  invested 
in  a  business.  The  development  has  taken  place  to  some  extent 
in  a  circle :  the  ordinarily  accepted  measure  of  the  value  of  good- 
will in  its  simple  form  was  some  multiple  of  the  excess  of 
the  average  profits  over  interest  on  capital  and  management  re- 
muneration; therefore  excess  earning  power  and  goodwill  were 
one  and  the  same  thing.  The  degree  of  fallacy  involved  in  this 
method  of  approaching  the  subject  has  undoubtedly  resulted  not 
only  in  the  valuation  as  goodwill  of  earning  power  arising  from 
causes  entirely  unrelated  to  goodwill,  but  also  in  failure  to 
recognize,  the  existence  of  goodwill  of  undoubted  value  in  cases 
in  which,  for  one  reason  or  another,  the  customary  formula 
yielded  no  result.  Before  proceeding  to  discuss  some  matters 
of  detail  arising  in  connection  with  the  valuation  of  goodwill 
according  to  the  method  generally  accepted,  the  considerations 
particularly  involved  in  some  of  these  special  cases  will  be 
mentioned.  It  will  be  seen  that  the  same  questions  arise, 
though  they  are  generally  disregarded,  in  almost  every  case  of 
valuation. 

Let  us  first  refer  to  certain  of  the  definitions  of  goodwill 
which  have  been  accepted  as  authoritative.  Lord  Eldon  said  in 
the  earliest  case  recorded  dealing  with  goodwill  —  Crutivell  v. 
Lye  (1810.  Ves.  335):  "The  goodwill  which  has  been  the 
subject  of  sale  is  nothing  more  than  the  probability  that  the 
old  customers  will  resort  to  the  old  place."  Lord  Cranworth 
said  in  Austin  v.  Boys  (1858,  27  L.  J.  Ch.  714)  :  "When  a  trade 
is  established  in  a  particular  place,  the  goodwill  of  that  trade 
means  nothing  more  than  the  sum  of  money  which  any  person 
would  be  willing  to  give  for  the  chance  of  being  able  to  keep  the 
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trade  connected  with  the  place  where  it  has  been  carried  on." 
Lord  Justice  Lindley  said  in  The  Commissioners  of  Inland 
Revenue  v.  Muller,  Lim.  (1901,  A.  C.  217) :  "Goodwill  regarded 
as  property  has  no  meaning  except  in  connection  with  some 
trade,  business  or  calling.  In  that  connection  I  understand  the 
word  to  include  whatever  adds  value  to  a  business  by  reason 
of  situation,  name  and  reputation,  connection,  introduction  to 
old  customers,  and  agreed  absence  from  competition,  or  any  of 
these  things,  and  there  may  be  others  which  do  not  occur  to  me." 

Mr.  Justice  Story  says  "goodwill  may  be  properly  enough 
described  to  be  the  advantage  or  benefit  which  is  acquired  by  an 
establishment  beyond  the  mere  value  of  the  capital,  stock,  funds 
or  property  employed  therein,  in  consequence  of  the  general 
public  patronage  and  encouragement  which  it  receives  from  con- 
stant or  habitual  customers,  on  account  of  its  local  position  or 
common  celebrity,  or  reputation  for  skill  or  affluence,  or  punctu- 
ality, or  from  other  accidental  circumstances  or  necessities,  or 
even  from  ancient  partialities  or  prejudices."  (Story,  Partner- 
ship, 7th  ed.,  p.  99.) 

Lord  Eldon's  definition,  taken  as  a  somewhat  colloquial  ex- 
pression— and  it  seems  to  some  extent  to  have  been  so  intended — 
covers  the  ground  as  effectively  as  any  of  the  others.  All  the 
legal  definitions  indicate  very  clearly  that  the  thought  in  the 
mind  of  the  court  was  the  essential  identity  of  goodwill  with 
reputation,  commercial  standing,  location  and  all  other  favorable 
conditions  leading  customers  to  deal  with  a  business.  There  ap- 
pears, however,  to  be  only  the  authority  of  custom  to  bridge  the 
gap  between  the  definition  and  the  almost  invariable  acceptance 
by  the  court  of  the  rule  that  the  value  of  the  goodwill  is  measured 
by  some  multiple  of  the  excess  of  the  average  annual  profits  for 
a  term  of  years  past  over  interest  on  the  average  capital  employed 
during  that  period  and  management  remuneration.  In  a  retail 
business  of  a  simple  character  this  rule,  it  is  true,  may  be  an 
entirely  acceptable  one,  but  the  least  departure  in  the  nature  of 
the  business  from  stereotyped  form  involves  immediately  the 
possibility  either  that  what  is  being  valued  is  something  other 
than  that  covered  by  the  definition  or  that  the  rule  of  valuation 
is  being  extended  to  cover  cases  to  which  it  does  not  apply. 
except  with  such  reservations  as  practically  to  call  for  a  new  rule. 

It  appears  to  be  illogical,  in  the  first  place,  to  value  the  trade 
connections  of  a  business,  not  in  terms  of  volume  of  business  or 
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number  of  customers,  more  particularly  not  in  terms  of  the 
growth  of  these  factors  over  a  period  of  years,  but,  instead,  on 
the  basis  of  a  net  resulting  profit  from  the  business,  to  the  pro- 
duction of  which  a  number  of  circumstances  may  have  contrib- 
uted which  have  no  direct  bearing  upon  the  continued  enjoy- 
ment of  public  patronage  or  trade  connections. 

Let  the  case  be  considered  of  two  stores  in  a  town,  located  in 
equally  favorable  positions,  enjoying  approximately  equal  advan- 
tages and  handling  substantially  the  same  amount  of  business 
at  the  same  rate  of  profit.  Let  it  be  assumed  that  the  manage- 
ment of  one  of  these  stores  decides  upon  a  definite  policy  of 
building  up  trade  by  various  means  which  involve  for  the  time 
being  increased  expense  or  reduced  gross  profits,  and  that  the 
other  store  is  satisfied  to  make  the  same  profit  upon  its  old 
volume  of  business.  The  two  stores  might,  over  a  series  of  years, 
continue  to  earn  the  same  amount  of  profit  as  before,  and  yet  it 
could  hardly  be  contended  that  the  business  which  had  attracted 
more  customers  and  built  up  its  volume  of  trade  had  not  meas- 
urably increased  its  goodwill  over  that  of  the  more  conservative 
store.  The  objection  may  be  made  that  in  order  to  hold  the 
increased  volume  of  trade  the  more  progressive  business  must 
continue  to  operate  at  the  restricted  percentage  of  net  profit  and 
that  accordingly  its  goodwill,  though  admittedly  greater  in  terms 
of  the  legal  definition,  has  no  greater  value  than  that  of  the  other 
business.  This,  however,  is  theoretical  and  not  consistent  with 
general  experience.  The  net  profit  of  the  growing  business  will 
tend  eventually  to  outstrip  that  of  the  other.  A  more  valid  ob- 
jection might  be  that  a  part  of  the  expenses  of  the  growing 
business  should  not  be  charged  against  income  for  determination 
of  goodwill.  Under  the  conditions  assumed  the  increased  expense 
or  loss  of  revenue  would  probably  not  be  represented  by  any 
specific  item  or  even  group  of  items,  and  this  objection  is  in 
reality  a  recognition  of  the  weakness  of  the  accepted  formula. 

On  the  other  hand,  it  is  a  well-known  fact  that  although  the 
profits  of  retail  establishments  at  any  rate  did  not  diminish  during 
the  war  period,  the  increased  amount  of  business  on  which  these 
profits  were  earned  represented  a  smaller  number  of  transactions 
with  an  actual  loss  in  number  of  customers.  It  is  a  notorious 
fact  that  a  real  and  effective  "buyers'  strike"  set  in  in  1920 
directed  mainly  against  the  retail  stores.  Without  in  any  way 
going  into  the  merits  of  the  case,  it  will  surely  be  admitted  that 
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the  goodwills  of  retail  businesses  generally  were  never  weaker 
than  at  the  close  of  a  period  when,  measured  according  to  the 
conventional  method,  they  would  have  shown  the  highest  valua- 
tions. 

In  certain  specific  trades,  the  value  of  goodwill  is  based 
entirely  on  volume  of  business — in  the  case  of  saloons  (chiefly 
under  English  practice)  upon  the  volume  of  purchases  and  in  the 
case  of  dairies  upon  the  volume  of  sales.  It  may  be  a  factor  in 
these  cases,  first,  that  the  volume  is  much  more  definitely  deter- 
minable  than  any  other  element  and,  second,  that  given  a  certain 
volume,  the  normal  profits  can  practically  be  computed  by  any- 
one familiar  with  the  business.  These  instances  are  rather  ex- 
ceptions to  the  general  rule.  It  is  my  opinion,  that  the  value  of 
goodwill  is  rather  to  be  based  upon  the  capitalized  value  of  the 
normal  net  profit  per  unit  sold,  computed  on  the  number  of 
units  sold  during  the  last  fiscal  period,  increased  or  decreased  in 
the  proportion  which  the  number  of  units  sold  during  the  last 
period  bears  to  the  average  for,  say,  the  last  five  periods,  or 
which  the  average  for,  say,  the  last  three  periods  bears  to  the 
average  for  the  last  five  or  seven  periods.  This  suggestion  is  put 
forward  somewhat  tentatively  and  perhaps  to  some  extent  as  a 
basis  for  discussion.  It  is  submitted,  nevertheless,  to  serve  as  an 
indication  of  some  measure  of  value  which  corresponds  more 
accurately  to  the  particular  subject  of  valuation,  unless  goodwill 
is  frankly  to  be  identified  with  capitalized  value  of  excess  earn- 
ings based  upon  past  performances.  Unless  some  formula  con- 
structed broadly  upon  the  lines  indicated,  or  with  the  same  object 
in  view,  is  adopted,  it  is  difficult  to  see  what  can  be  the  validity 
of  any  valuation  of  goodwill  determined,  for  example,  upon  the 
basis  of  results  shown  by  the  trading  of  the  past  five  years. 

It  is  recognized  that  the  formula  suggested  in  itself  raises 
points  of  difficulty.  The  determination  of  the  proper  unit  may 
in  certain  cases  present  an  obstacle,  but  very  few  businesses  are 
operated  without  the  development  of  statistical  data  based  upon 
units  of  quantity,  measurement  or  activity  and  these  will  readily 
lend  themselves  to  the  purpose  in  view. 

As  to  what  constitutes  the  normal  net  profit  per  unit  some 
difference  of  opinion  may  exist.  The  figure  to  be  used  is  intended 
to  represent  the  profit  per  unit  in  excess  of  interest  on  capital 
and  management  remuneration,  under  normal  conditions,  that 
is  to  say,  with  prices  neither  inflated  nor  over-deflated  and  with 
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properly  balanced  costs.  This  profit  may  be  greater  or  less  than 
the  actual  average  during  the  period  used  to  determine  quantities, 
depending  upon  any  abnormal  conditions  existing  in  the  trade  or 
in  the  particular  business,  or  upon  contemplated  changes  in  the 
conduct  of  the  business,  but  as  far  as  possible  the  element  of 
conjecture  or  estimate  should  be  eliminated  and  actual  results 
used. 

In  arriving  at  both  profit  per  unit,  amount  of  capital  upon 
which  to  charge  interest  and  rate  of  interest  to  be  charged, 
various  points  will  present  themselves  for  consideration.  It  is 
hoped  that  the  comments  which  follow  upon  these  points  will 
be  of  interest,  apart  from  the  suggestions  made  with  regard  to 
the  necessity  for  a  revision  in  the  orthodox  formula,  as  bearing 
upon  the  determination  of  the  figures  required  for  the  purposes 
of  that  formula. 

First  with  regard  to  the  profits  upon  the  basis  of  which  the 
value  of  goodwill  is  to  be  computed,  it  is  obvious  that  profits  or 
losses  of  an  extraneous  character  must  be  excluded  in  arriving 
at  the  base.  Extraordinary  profits  upon  the  resale  of  raw 
material  or,  in  the  case  of  a  retail  establishment,  upon  the  sale  of 
merchandise  in  bulk  must  be  excluded.  As  to  whether  losses  of 
a  similar  character  should  similarly  be  excluded  depends  upon 
the  circumstances  in  each  case,  it  being  necessary  to  determine 
what  relation  the  original  purchase  bore  to  the  regular  trading 
account  of  the  business  and  the  conditions  which  demanded  that 
a  sale  be  made. 

The  results  of  discontinued  divisions  of  the  business  should 
be  excluded  but  in  doing  this  it  is  important  to  see  to  what  ex- 
tent the  fixed  charges  and  expenses  of  the  business  were  ab- 
sorbed by  a  distribution  which  threw  any  part  of  them  against 
the  portion  of  the  business  which  requires  to  be  disregarded,  and 
to  decide  how  far  it  may  be  necessary  to  reintroduce  these  ex- 
penses into  the  charges  against  the  remaining  departments. 

The  necessity  for  the  valuation  of  goodwill  frequently  arises 
in  cases  of  reorganizations  in  which  the  values  of  assets  other 
than  goodwill  are  being  restated.  Leases  formerly  not  carried 
at  any  value  may  be  valued  and  set  up;  fixed  property  may  be 
reappraised;  mineral  rights  or  timber  lands  may  be  increased 
from  a  nominal  or  low  valuation  to  one  based  upon  surveys  of 
the  property  and  estimates  by  engineers  of  its  value;  property 
formerly  leased  may  be  acquired  in  fee;  and  changes  of  various 
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kinds  either  in  actual  conditions  or  in  statement  of  values  sub- 
ject  to  depreciation  or  amortization  may  be  made.  In  arriving 
at  the  profits  upon  the  basis  of  which  the  goodwill  valuation  is 
to  be  determined,  cognizance  must  be  taken  of  all  such  charges 
and  charges  made  for  depreciation,  amortization,  depletion  of 
minerals  and  timber  and  for  rentals  and  other  items  based  upon 
the  new  values  and  conditions  rather  than  the  old,  since  it  is 
under  these  conditions  that  the  income  of  the  business  will  in 
future  be  determined. 

In  the  case  of  proprietary  articles,  where  advertising  is  an 
important  element  of  selling  expense,  it  will  frequently  be  found 
that  much  more  intensive  advertising  is  done  in  certain  years 
than  in  others.  An  advertising  campaign  on  a  large  scale  is  en- 
tered upon  in  one  year  or  season  with  the  object  of  giving  the 
business  great  momentum.  The  expenditures  for  the  succeeding 
year  or  two  are  on  a  more  moderate  scale  and  then  before  the 
momentum  is  lost  a  new  campaign  is  undertaken.  This  method 
has  undoubtedly  lost  favor  during  the  past  few  years  when 
equalization  of  profits  from  year  to  year  has  been  so  desirable 
from  the  taxpayer's  point  of  view,  but  where  it  is  found  to  have 
been  followed  it  is  important  that  complete  cycles  of  years  from 
the  point  of  view  of  advertising  appropriation  should  be  taken 
in  the  statement  of  profits  for  goodwill  purposes. 

The  question  of  the  effect  upon  profits  of  shrinkage  in  mer- 
chandise values  is  one  which  presents  some  difficulty  in  consider- 
ing profits  for  goodwill  valuation,  and  the  unprecedented  ex- 
tent to  which  this  element  enters  into  the  accounts  of  practically 
every  business  during  the  past  year  and  that  now  current  will 
render  it  particularly  necessary  to  decide  whether  or  not  it  shall 
be  ignored.  In  the  valuation  of  goodwill  for  the  capitalization  or 
sale  of  a  business,  the  problem  would  probably  be  dismissed, 
perhaps  properly,  by  treating  the  years  1920  and  1921  as  en- 
tirely abnormal  and  excluding  them  from  the  basis  of  the  calcu- 
lation. In  doing  this,  however,  it  will  be  necessary  to  consider 
whether  or  not  the  preceding  years  were  not  years  of  such  ex- 
ceptional profit  as  to  render  them  almost  equally  unreliable  for 
the  measurement  of  goodwill  value. 

Cognizance  should  unquestionably  be  taken  of  ordinary  fluc- 
tuations in  merchandise  values.  They  represent  conditions  which 
are  inseparable  from  business  operation  and  if  goodwill  is  to  be 
measured  by  excess  earning  power,  they  must  be  taken  into 
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account.  When  it  is  remembered  that  the  reduction  in  inventory 
value  at  the  end  of  a  period  seldom  if  ever  reflects  the  total 
shrinkage  in  value,  some  part  of  which  is  of  necessity  absorbed 
in  the  loss  of  gross  profit  on  current  transactions  and,  further, 
that  appreciations  in  value,  while  never  taken  in  inventorying 
merchandise,  are  nevertheless  just  as  certainly  absorbed  in 
current  transactions,  it  is  evident  that  no  justification  exists  for 
disregarding  reductions  in  inventory  values. 

The  question  of  what  is  to  be  done  with  regard  to  the  years 
1920  and  1921,  however,  cannot  altogether  be  dismissed.  Good- 
will will  require  to  be  valued  as  an  asset  of  decedents  in  many 
estates  falling  in  in  1921  and  the  years  immediately  following. 
The  state  is  hardly  likely  to  be  willing  to  treat  the  profits  of  the 
war  years  as  abnormal;  and  since  the  invariable  practice  in 
valuing  goodwill  in  the  surrogate's  court  appears  to  be  to  capi- 
talize excess  earning  power  (a  method  which  in  this  class  of 
cases,  particularly,  appears  to  present  the  possibility  of  injustice, 
since  the  skill  of  the  decedent  may  have  contributed  to  the  result 
to  a  proportion  not  to  be  measured  by  an  allowance  for  salary) 
it  appears  only  equitable  that  the  exceptional  hazards  should  be 
set  against  the  exceptional  gains. 

In  determining  the  amount  of  capital  upon  which  an  initial 
return  is  to  be  computed  and  charged  against  profits  before  ascer- 
taining the  basis  for  goodwill  valuation,  adjustments  must 
necessarily  be  made  corresponding  to  those  made  in  the  amount 
of  profits  or  in  arriving  at  the  profit  per  unit  as  indicated  earlier 
in  this  paper;  that  is  to  say,  the  value  of  assets  subject  to  depre- 
ciation, depletion,  rental,  etc.,  must  be  brought  into  harmony 
with  the  conditions  which  will  obtain  in  the  situation  for  the 
purposes  of  which  the  goodwill  is  being  valued. 

The  assets  should  be  carefully  scrutinized  for  any  items  of  a 
character  extraneous  to  the  business.  If  a  reserve  fund  is  carried 
invested  in  gilt-edged  securities,  the  return  on  which  is  lower 
than  the  rate  of  initial  return  which  might  reasonably  be  charged 
on  capital  invested,  it  is  proper  to  exclude  both  principal  and 
income  from  the  bases  of  calculation.  It  is  obvious,  however, 
that  as  to  investments  or  assets,  even  of  an  extraneous  character, 
which  yield  an  income  substantially  equal  to  a  commercial  return 
on  capital,  no  purpose  is  served  by  eliminating  them  and  the 
income  upon  them. 
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In  considering  generally  the  question  of  unproductive  assets 
and  of  assets  from  which  the  income  is  negligible  or  which  may 
even  represent  a  dead  expense,  much  caution  must  be  exercised 
before  it  is  decided  to  eliminate  them.  The  ownership  of  such 
properties  may  indirectly  contribute  to  the  profits  from  the  active 
part  of  the  business.  Interest  may  never  be  paid  on  the  bonds  of 
a  country  club  owned  by  an  hotel,  but  the  country  club  facilities 
may  be  very  strong  factors  in  bringing  patronage  to  the  hotel. 
A  theatre  used  for  vaudeville  or  ''legitimate"  drama  in  a  chain 
of  motion-picture  houses  may  be  an  unprofitable  venture,  but 
its  ownership  may  prevent  its  use  by  other  proprietors  for 
motion-picture  purposes  in  competition  with  one  of  the  profit- 
able houses  in  the  chain.  Instances  of  this  kind  can  be  multiplied, 
and  similar  conditions  affecting  manufacturing  and  trading  con- 
cerns will  frequently  be  met. 

On  the  other  hand,  the  question  of  treatment  of  investment 
in  and  expenses  of  carrying  excess  facilities  for  manufacturing 
or  other  purposes  will  in  many  instances  need  to  be  considered. 
A  chemical  company,  let  us  say,  constructs  a  plant  for  the  manu- 
facture of  some  product  of  the  nature  of  a  proprietary  article 
in  which  it  has  previously  built  up  a  business.  A  reasonable 
estimate  can  be  made  of  the  increased  volume  of  business  which 
can  be  attained  in,  say,  five  years  and  the  company  is  advised  to 
construct  a  building  and  put  in  underground  tanks  and  pumping 
system,  together  with  certain  other  portions  of  the  required  equip- 
ment, adequate  to  handle  the  expanding  volume,  leaving  only  a  part 
of  the  machinery  and  appliances  to  be  added  to  from  time  to  time 
as  the  volume  increases.  The  cost  of  insurance,  maintenance  and 
general  overhead  of  the  temporarily  unused  facilities  is  clearly 
not  a  charge  against  profits  for  the  determination  of  goodwill, 
nor  is  interest  on  the  excess  capital  invested  to  be  deducted  there- 
from. Even  assuming  that  the  valuation  of  the  goodwill  is  re- 
quired for  the  purposes  of  a  sale  and  that  the  facilities  are  at 
the  time  of  the  sale  still  in  excess  of  the  requirements  of  the 
business,  the  goodwill  valuation  should  proceed  upon  the  basis 
of  the  facilities  actually  employed  from  time  to  time  and  the 
purchaser  should  make  a  reserve  against  the  combined  appraised 
value  of  the  property  and  goodwill  sufficient  to  cover  the  carrying 
charges  on  the  excess  facilities  up  to  the  estimated  date  of  their 
employment  in  the  business. 
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Having  determined  the  profits  of  the  business  and  the  amount 
of  the  tangible  investment,  the  question  of  the  rate  of  initial 
return  to  be  allowed  on  the  investment  must  be  considered.  The 
proper  rate  would  appear  to  be  the  normal  rate  at  which  capital 
could  be  secured,  representing  the  whole  of  the  net  tangible 
assets,  at  the  date  as  of  which  the  goodwill  is  to  be  valued.  This 
will  depend  largely  upon  the  ratio  of  the  earnings  to  the  assets, 
the  nature  of  the  business  and  the  character  of  the  assets.  It  is 
well  recognized  that  there  are  certain  limits  within  which  capital 
can  be  raised  by  the  sale  of  bonds,  and  certain  other  limits 
within  which  preferred  stock  can  be  sold  and  so  on.  These  limits 
naturally  vary  very  considerably  at  different  times,  depending 
upon  the  condition  of  the  money  market  and  of  the  investment 
market.  If  at  a  given  time,  for  example,  capital  can  be  obtained 
for  an  industrial  by  the  issue  of  a  1%  preferred  stock  to  the  full 
amount  of  the  tangible  assets,  provided  the  dividend  has  over  a 
series  of  years  been  earned,  on  the  average,  at  least  four  times, 
then  seven  per  cent,  would  be  a  proper  rate  to  charge  on  the 
tangible  assets,  upon  the  valuation  of  goodwill  as  of  that  time, 
where  this  condition  as  to  earnings  was  met.  If  under  other 
money-market  conditions  a  five  per  cent,  bond  could  have  been  sold 
to  an  amount  equal  to,  say,  forty  per  cent,  of  the  tangible  assets 
with  a  six  per  cent,  preferred  stock  for  a  further  forty  per  cent, 
and  a  common  stock  on  which  it  was  expected  to  pay  ten  per  cent, 
issued  for  the  balance  of  the  tangible  assets  and  the  goodwill, 
provided  certain  ratios  of  earnings  to  interest  charges  and  divi- 
dends could  be  shown,  then  six  and  one-half  per  cent.,  approxi- 
mately, would  be  a  proper  rate  to  use.  The  significant  point  is, 
that  the  conditions  to  be  observed  are  those  ruling  at  the  date 
as  of  which  the  goodwill  is  being  valued  and  not  those  existing 
at  the  time  of  any  subsequent  review  of  the  valuation.  This 
point  is  of  special  importance  in  connection  with  the  valuation  of 
goodwill  as  invested  capital  under  the  tax  laws  of  1917  and  1918. 
It  must  also  be  kept  in  view  that  the  rate  to  be  used  must  be  one 
which  is  applicable  to  the  entire  amount  of  the  tangible  assets  at 
the  risk  of  the  business.  The  legal  rate  of  interest  and  the  rate 
ruling  on  loans,  even  unsecured  loans,  is  not  necessarily  any 
criterion.  It  is  interesting  to  note,  however,  that  in  a  number 
of  decisions  in  the  New  York  courts,  the  rate  of  six  per  cent, 
appears  to  have  been  adopted  without  question.  On  the  other 
hand,  the  treasury  department  (Bulletin  10-20-777,  A.  R.  M. 
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34)  appears  to  consider  ten  per  cent,  a  proper  rate,  which  may  be 
reduced  to  eight  or  nine  per  cent,  in  stable  businesses — this  without 
particular  reference  to  the  date  as  of  which  the  valuation  is  to 
be  made  or  the  extent  of  the  margin  of  safety  as  measured  by 
the  ratio  of  earnings  to  the  required  interest  on  capital.  Apart 
from  any  other  consideration,  the  actual  facts  attendant  upon  the 
capitalization  of  goodwill  must  be  recognized,  and  if  a  preferred 
stock  at  a  fixed  rate  of  dividend  was  sold  to  third  parties  to  an 
amount  equal  or  substantially  equal  to  the  tangible  assets,  as 
happened  in  a  great  many  cases,  the  rate  of  return  on  such  pre- 
ferred stock  should  govern. 

In  the  absence  of  any  such  conclusive  evidence,  the  nature 
of  the  assets  as  well  as  the  ratio  of  the  earnings  to  the  tangible 
assets  must  be  taken  into  account.  For  example,  an  investor 
would  provide  capital  equal  to  the  total  tangible  assets  of  a 
mercantile  business  at  a  lower  rate  if  a  substantial  part  of  the 
capital  were  represented  by  a  loft  building,  readily  available  for 
rental  to  other  tenants,  than  if  the  entire  tangible  assets  consisted 
of  merchandise,  accounts  receivable  and  fixtures.  The  same 
would  be  true  of  a  chain-store  business  in  which  a  substantial 
part  of  the  assets  consisted  of  store  properties  located  in  various 
cities  throughout  the  country.  In  other  words,  the  freedom  of 
any  substantial  part  of  the  capital  from  the  hazards  of  the  par- 
ticular business  would  tend  to  attract  capital  at  a  lower  average 
rate.  A  combination  of  a  tannery  with  a  shoe  manufacturing 
plant,  of  a  throwing  plant  with  a  silk-weaving  mill,  of  a  foundry 
with  a  machine  shop  are  examples  of  cases  in  which  the  more 
ready  adaptability  of  a  part  of  the  assets  to  general  uses  will  tend 
to  reduce  the  rate  at  which  capital  could  be  obtained  for  the 
more  specialized  business. 

There  remains  to  be  considered  the  percentage  at  which  good- 
will should  be  capitalized,  or,  using  the  general  expression,  the 
number  of  years'  purchase  to  be  paid  for  the  goodwill.  This  is 
by  far  the  most  debatable  point  in  connection  with  the  matter  of 
goodwill  valuation,  and  the  one  as  to  which  the  greatest  exercise 
of  judgment  is  required.  The  problem  has  been  somewhat 
complicated  by  the  thought  which  has  undoubtedly  existed  in  the 
minds  of  accountants,  that  goodwill  was  an  asset  which  had  to 
be  amortized,  and  the  values  set  upon  it  have  accordingly  been 
fixed  with  the  purpose  of  providing  out  of  income  for  a  proper 
return  on  the  capital  value  and  for  the  writing  off  of  this  latter 
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item.  One  writer  on  the  subject  even  holds  that  if  five  years' 
purchase  of  goodwill  is  paid,  the  goodwill  should  be  written  off 
in  five  years.  This  obviously  provides  for  no  return  on  the  in- 
vestment in  goodwill  during  this  period.  That  this  is  fallacious 
is  manifest  from  the  fact  that,  other  things  being  equal,  the  older 
the  business  the  more  stable  is  the  goodwill  value,  although  on 
the  amortization  hypothesis  the  goodwill  should  have  disappeared 
in  such  a  business,  and  only  a  business  which  had  just  reached 
maturity  would  have  a  goodwill,  the  value  of  which  would  in 
turn  tend  to  disappear.  It  is  true  that  mortality  among  businesses 
is  by  no  means  a  negligible  factor,  but  probably  as  many  failures 
and  reorganizations  are  due  to  the  inadequacy  of  capital  to  handle 
the  volume  of  business  springing  from  an  increasing  goodwill 
as  are  due  to  the  disappearance  of  goodwill. 

An  important  distinction  to  be  considered  in  the  valuation  of 
goodwill  is  that  between  what  may  be  called  institutional  good- 
will and  goodwill  which  attaches  solely  to  a  particular  product. 
Heinz,  for  example,  could  as  easily  sell  one  hundred  and  fifty- 
seven  varieties  as  fifty-seven,  and  the  goodwill  would  attach 
to  them  all.  If  the  human  race  ever  achieves  the  unhappy  state 
of  absorbing  nutriment  in  tabloid  form,  Heinz  will  undoubtedly 
supply  us  with  tabloids.  On  the  other  hand,  the  goodwill  which 
attaches  to  the  well  advertised  brand  of  "Danderine"  does  not 
in  any  way  attach  to  the  equally  well  advertised  brand  of  "Cas- 
carets"  which  is  a  product  of  the  same  company,  and  neither  of 
these  brands  helps  or  is  helped  by  Bayer's  "Aspirin,"  more  re- 
cently acquired  by  the  company.  The  goodwill  of  the  proprietors 
of  these  branded  goods  cannot  be  said  to  be  institutional.  If  we 
progress  to  the  point  where  the  race  becomes  independent  of 
these  remedies,  the  goodwill  attaching  to  them  cannot  be  trans- 
ferred to  some  product  more  appropriate  to  our  requirements 
in  that  era.  We  have  seen  the  goodwill  of  the  name  "Studebaker" 
survive  the  passing  of  the  spring  vehicle  and  even  the  sale  of  the 
farm  wagon  business  and  continue  with  a  value  many  times 
increased  as  an  institutional  goodwill.  These  are  by  no  means 
isolated  cases  but  can  be  taken  as  representing  a  condition.  It 
may,  therefore,  be  accepted  as  a  principle  that  the  value  of  an 
institutional  goodwill  is  worth  a  greater  number  of  years'  pur- 
chase than  a  goodwill  based  on  brands  or  trademarks. 

The  goodwill  of  a  business  which  is  country-wide  should  be 
valued  upon  the  basis  of  a  greater  number  of  years'  purchase 
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than  that  of  a  more  localized  business.  The  goodwill  of  a  chain- 
store  business,  spread  over  a  large  number  of  cities,  should  be 
measured  by  a  larger  multiple  than  that  of  a  single  store  or  even 
of  a  chain  of  stores  in  one  large  city.  The  goodwill  of  a  mail- 
order business,  dealing  with  customers  direct  in  all  parts  of  the 
country,  upon  a  basis  which  necessarily  implies  particular  con- 
fidence on  the  part  of  the  customer  should  similarly  be  measured 
by  a  reasonably  large  multiple.  The  goodwill  of  a  single  theatre, 
except  where  it  has  somewhat  of  a  neighborhood  or  institutional 
character,  may  be  small.  "The  play's  the  thing!"  But  as  one  of 
a  circuit  or  chain  of  amusement  houses  it  may  have  a  more  per- 
manent value. 

In  the  case  of  any  business,  manufacturing  or  trading,  it 
may  perhaps  be  said  that  the  following  factors,  in  addition  to 
those  already  mentioned,  all  tend  to  produce  a  goodwill  of  a 
relatively  high  number  of  years'  purchase:  (a)  a  wide  distribu- 
tion of  product  in  proportion  to  the  volume;  (b)  a  wide  diversity 
of  products  sold  under  one  institutional  or  trade  name;  (c)  a 
business  in  staple  lines  in  general  demand  by  the  public,  as  dis- 
tinguished from  one  in  specialties  of  limited  use. 

Unless  the  effect  upon  the  term  of  years'  purchase  of  good- 
will of  the  respective  conditions  of  increasing,  stationary  or  de- 
creasing volume  is  expressed  by  some  modification  of  the  usual 
formula  on  the  lines  suggested  in  this  paper,  it  will  be  apparent 
that  it  must  be  dealt  with  as  an  independent  factor.  It  would 
appear  to  be  beyond  question  that  the  goodwill  of  a  business 
showing  a  steady  increase  in  volume  and  profits  is  worth  a 
greater  number  of  years'  purchase  on  an  average  of  past  profits 
than  one  showing  more  uniform  volume  and  profit  and,  a  fortiori, 
than  one  showing  a  declining  volume  and  profit. 

Particular  consideration  must  be  given  to  the  possible  effect 
of  legislation  or  tariff  upon  the  future  of  a  business.  Other 
things  being  equal,  a  business  which  is  little  dependent  on  tariff 
protection  will  have  a  goodwill  value  measured  by  a  greater 
number  of  years'  purchase  than  one  which  is  more  likely  to  be 
adversely  affected  by  changes  in  tariff  rates.  The  danger  of  a 
business  being  prohibited  by  law  is  one  which  would  reduce  the 
goodwill  value  possibly  to  a  negligible  amount.  It  would  be 
impolitic  in  these  days  even  to  suggest  any  businesses  which 
might  be  so  affected ! 
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A  condition  arising  from  a  development  almost  within  the 
present  generation,  in  the  form  of  business  organizations,  has 
to  be  taken  into  account  in  fixing  the  number  of  years'  purchase 
of  goodwill,  viz :  that  the  more  general  adoption  of  the  cor- 
porate form,  the  vast  increase  in  the  number  of  corporations  of 
which  the  securities  are  distributed  among  a  relatively  large 
number  of  stock-holders,  and  the  increase  in  the  number  of 
trained  experts  available  for  the  management  of  properties,  all 
tend  towards  greater  possibilities  in  the  perpetuation  of  enter- 
prises and  the  establishment  of  permanent  goodwill.  It  is  also 
necessary  to  recognize  the  fact  that  investments  in  goodwill, 
recognized  and  frankly  expressed  as  such,  are  more  sought  after 
under  existing  conditions  than  under  the  conditions  which  ob- 
tained when  many  of  the  legal  and  accounting  precedents  by 
which  we  have  been  governed  were  established.  An  increase  in 
demand  is  reflected  in  general  by  an  increase  in  price. 

While  the  courts  do  not  seem  for  the  most  part  to  have  ap- 
proved valuations  based  on  more  than  five  years'  purchase,  the 
court,  on  the  second  appeal  of  Von  Au  v.  Magenheimer  (126  App. 
Div.  257)  held  it  not  to  be  an  error  to  refuse  to  charge  that  in  esti- 
mating goodwill  by  the  net  profits  the  number  of  years  cannot  ex- 
ceed five,  and  in  that  case,  in  which  the  goodwill  of  a  number 
of  candy  stores  was  involved,  the  multiple  used  was  six  years' 
purchase.  In  valuing  the  goodwill  of  Tiffany  &  Co.,  the  court 
approved  a  multiple  of  ten  years'  purchase  (Matter  of  Moore, 
97  New  York  238).  This  case  was  decided  as  recently  as  1916, 
and  represents  probably  the  maximum  valuation  which  has  been 
approved  by  the  courts. 

The  number  of  years'  purchase  which  can  be  applied  to  busi- 
nesses of  various  classes  is  not  a  matter  upon  which  it  is  possible 
to  dogmatize.  No  classification  by  kinds  of  business  is  possible, 
and  each  case,  it  would  appear,  must  be  considered  on  its  merits. 
In  view  of  the  conditions  to  which  reference  has  been  made, 
however,  it  is  felt  that  the  approximate  maximum  of  five  years 
set  by  most  writers  on  the  subject  is  no  longer  justified.  The  ex- 
tension of  this  multiple  to  eight  years  or  even  in  extreme  cases 
to  ten  years  is  fully  justified,  having  in  view  the  stability  and 
apparent  permanence  of  goodwill  values  established  under 
modern  business  conditions  by  many  industrial  corporations 
dealing  on  a  national  or  an  international  scale  in  commodities  of  a 
staple  character. 
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It  will  be  recognized,  it  is  hoped,  that  this  paper  attempts  to 
deal  with  only  one  phase  of  the  subject  of  goodwill  and  even 
as  to  that  phase  is  intended  chiefly  to  stimulate  discussion  of  the 
subject.  A  very  comprehensive  and  useful  textbook  on  the 
general  subject  of  goodwill  will  be  found  in  Goodwill  and  its 
Treatment  in  Accounts,  by  Dicksee  and  Tillyard,  though  cer- 
tain opinions  expressed  in  this  paper  will  be  found  to  be  some- 
what at  variance  with  these  authors.  The  article  on  goodwill 
by  Mr.  Sidney  S.  Dawson  in  Lisle' s  Encyclopaedia  of  Account- 
ing will  also  be  found  very  interesting,  and  many  of  the 
standard  textbooks  on  general  accounting  deal  with  the  subject 
of  the  treatment  of  goodwill  in  accounts  in  a  manner  which 
renders  unnecessary  any  reference  to  this  aspect  of  the  matter 
in  a  paper  of  this  kind. 
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Classification  of  Surplus* 
BY  C.  B.  COUCHMAN 

Accountancy  is  concerned  primarily  with  two  broad  classi- 
fications. The  first  of  these  is  called  assets  and  includes  all 
property  legally  owned  and  controlled,  legally  enforceable  rights 
to  property  and  to  service  and  certain  other  items  occasionally 
included  with  the  assets  for  specific  reasons,  such  as  deferred 
charges,  goodwill  and  other  similar  items.  The  second  class  con- 
sists of  the  various  rights  of  persons  to  these  assets.  This  class 
again  divides  into  two  groups,  the  rights  of  creditors,  known  as 
liabilities,  and  the  rights  of  proprietors.  Incidentally,  it  is  grati- 
fying to  note  the  increasing  frequency  with  which  this  differ- 
entiation between  liabilities  and  proprietorship  is  definitely  dis- 
played upon  a  balance-sheet. 

Proprietors  of  corporations  first  aquire  such  rights  because 
of  a  contribution  of  property  or  of  services  the  value  of  which 
is  presumably  measured  by  the  stock  issued  therefor.  If  the 
assets  of  a  corporation  at  any  time  exceed  the  sum  of  the 
amount  obtained  from  creditors  and  the  amount  measured  by 
the  outstanding  capital  stock,  there  must  evidently  be  some 
credit  account  to  measure  such  excess.  Also  there  should  be 
some  accepted  terminology  whereby  this  excess  may  be  desig- 
nated without  fear  of  misunderstanding.  It  is  in  this  sense  that  I 
am  using  the  term  surplus. 

It  is  unfortunate  that  in  accountancy,  as  in  many  other  sub- 
jects, words  have  been  burdened  with  so  many  varying  mean- 
ings. In  case  of  many  accounting  terms  there  is  no  generally  ac- 
cepted usage  which  can  invariably  be  associated  with  them.  To 
one  man  they  mean  one  thing,  to  another  man  they  mean  an 
entirely  different  thing.  To  a  certain  extent  this  confusion  of 
usage  applies  to  the  term  surplus.  In  this  paper  I  am  using 
it  in  its  widest  sense,  that  is,  to  measure  any  excess  of  asset 
value  which  a  corporation  may  have  over  the  sum  of  its  liabili- 
ties and  outstanding  capital  stock. 

Also  I  am  considering  surplus  only  from  the  standpoint  of 
accountancy  principles,  disregarding  certain  methods  of  classi- 
fication and  treatment  which  are  of  interest  only  for  invested 
capital  purposes.  Our  present-day  excess-profits-tax  law  has 
required  certain  differentiations  in  the  handling  of  surplus,  such 

*A  paper   read   at  the  annual   meeting   of  the  American   Institute   of  Accountants, 
September  20,  1921. 
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as  those  arising  from  revaluations  as  of  March  1,  1913,  which 
would  not  otherwise  have  been  necessary  or  desirable.  As  it  now 
appears  that  this  law  will  be  eliminated  after  January  1,  1922,  I 
have  excluded  from  this  discussion  any  such  classification  for  tax 
purposes. 

With  regard  to  surplus  the  accountant  is  primarily  inter- 
ested in  its  source,  its  measurement  and  its  display. 

SOURCE 

It  is  desirable  that  accounting  reports  shall  so  classify  and 
display  corporate  surplus  that  its  source  may  be  readily  deter- 
minable. 

Since  surplus  forms  a  part  of  the  proprietorship,  it  was 
either  contributed  to  the  organization  by  the  proprietors  them- 
selves or  has  accrued  to  their  credit  within  the  organization. 

Surplus  may  come  from  four  sources: 

1.  From  contributions  by  the  proprietorship. 

2.  From   gifts,   awards    or   contributions    from    others   than 
proprietors,   where  no  corresponding  service  or  value   is 
rendered    or   liability    created.     These    are   so    infrequent 
as  to  be  negligible  in  our  discussion. 

3.  From  the  sale  of  capital  assets. 

4.  From  profits  or  income  earned  in  the  operations  of  the 
business. 

A  fifth  classification  as  to  source  is  sometimes  made  by 
applying  the  term  surplus  to  the  amount  created  by  writing 
up  or  appreciating  the  book  value  of  certain  assets  the  owner- 
ship of  which  is  still  retained.  For  purposes  of  completeness 
I  will  discuss  this  so-called  surplus  arising  from  appreciations, 
though  I  think  it  is  more  conservative  and  more  correct  to 
give  it  some  designation  other  than  surplus  so  that  interested 
parties  may  not  be  deceived  as  to  its  real  significance. 

PAID-IN  SURPLUS 

A  balance-sheet  should  display  as  a  separate  item  any  paid- 
in  surplus  as  distinct  from  surplus  accruing  within  the  organi- 
zation. This  paid-in  surplus  may  have  been  contributed  by  the 
stockholders  at  the  time  of  acquiring  stock  if  the  stock  was 
issued  to  them  at  a  premium.  If  the  tangible  assets  turned  in  for 
stock  have  a  value  which  is  unquestionably  greater  than  the  par 
value  of  the  stock  issued  for  them  there  is  created  a  paid-in 
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surplus.  With  regard  to  intangible  assets,  however,  it  is  very 
doubtful  if  the  accountant  is  ever  justified  in  allowing  a  paid-in 
surplus  account  to  be  created.  If  any  intangibles  are  taken  at 
a  value  in  excess  of  the  stock  issued  therefor  the  accountant 
will  have  to  write  down  the  value  of  these  assets  or  set  up  the 
excess  as  a  reserve  which  shall  be  used  to  reduce  the  assets  for 
balance-sheet  purposes  and  will  form  no  part  of  the  corporate 
surplus. 

If  a  corporation  reacquire  its  own  stock  at  a  discount  a  paid- 
in  surplus  is  thereby  created.  The  corporation  pays  out  for  the 
stock  a  less  amount  than  was  originally  paid  in  therefor.  These 
excess  assets  did  not  come  from  creditors  nor  from  the  opera- 
tion of  the  business.  They  therefore  constitute  true  paid-in 
surplus  the  same  as  any  other  surplus  contributed  by  stock- 
holders. 

CAPITAL  SURPLUS 

Surplus  arising  from  the  disposal  of  a  capital  asset  is  of  suf- 
ficient significance  to  justify  a  special  designation.  This  may 
properly  be  called  capital  surplus.  At  least  such  terminology  is 
frequently  so  applied.  It  is  a  true  surplus  like  paid-in  surplus. 
It  is  desirable  that  it  shall  be  kept  separate  from  the  surplus 
arising  from  the  ordinary  operations  of  the  business.  Both  paid-in 
surplus  and  capital  surplus  are  legally  available  for  dividends 
except  in  certain  cases  where  such  disposal  of  them  may  be 
limited  by  statute  or  contract. 

EARNED  SURPLUS 

As  to  the  surplus  arising  from  earnings  several  differing 
usages  prevail.  Some  organizations  carry  to  the  surplus  account 
each  period  the  net  amount  of  profit  or  income  as  shown  by 
the  operating  statement.  From  this  surplus  deductions  are  then 
made  for  any  amounts  disposed  of,  such  as  for  dividends. 
Other  organizations  carry  such  profits  in  an  account  called  "un- 
divided profits,"  limiting  the  term  surplus  to  an  account  to  which 
certain  sums  are  transferred  periodically  from  the  first  account. 
This  method  merely  subdivides  the  earned  surplus  into  two 
accounts  more  or  less  arbitrarily.  Some  organizations  in  their 
annual  balance-sheets  use  the  term  "undivided  profits"  to  display 
that  portion  of  the  net  earnings  of  the  preceding  period  which 
has  not  been  appropriated,  transferring  the  undivided  profits 
of  other  periods  to  the  surplus  account. 
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Portions  of  earned  surplus  may  be  set  aside  under  many  dis- 
tinctive headings  to  show  the  purposes  for  which  they  are  ap- 
propriated, such  as  "reserve  for  sinking  fund,"  "reserve  for 
betterments,"  "reserve  for  new  factory."  Any  reserve  set  aside 
for  the  purpose  of  acquiring  additional  assets  or  for  the  pur- 
pose of  liquidating  liabilities  is  probably  true  surplus  and 
should  be  grouped  accordingly  in  the  balance-sheet. 

DISPLAY  OF  SURPLUS 

The  accountant  in  his  balance-sheet  will  probably  desire  to 
show  separately  each  such  subdivision  of  earned  surplus,  especi- 
ally if  it  be  a  subdivision  authorized  either  by  contract  or  by  formal 
action  of  the  board  of  directors.  However,  it  is  desirable  that 
such  subdivisions  should  be  so  grouped  either  by  indention  or 
otherwise  that  the  total  of  earned  surplus  at  the  date  of  the 
balance-sheet  may  be  displayed  as  a  specific  item  or  at  least  be 
readily  ascertained. 

It  is  also  desirable  that  in  the  balance-sheet  the  accountant 
should  display  surplus  in  such  manner  that  the  amount  available 
for  dividends  may  be  readily  ascertainable.  All  surplus  which  has 
been  paid  in  or  earned  or  has  resulted  from  the  sale  of  capital 
assets  is  presumably  available  for  distribution  as  dividends  un- 
less it  has  been  definitely  appropriated  for  some  other  purposes. 
That  which  is  not  available  would  include  any  balance  of  surplus 
resulting  from  appreciation  of  assets  and  all  items  of  surplus 
which  had  been  impounded  by  action  of  the  board  of  directors. 

So  far  as  reserves  are  concerned,  there  are  only  three  possible 
places  upon  the  balance-sheet  for  them  to  appear:  first,  as  a 
direct  deduction  from  assets  to  which  they  definitely  apply; 
second,  as  part  of  the  analysis  of  the  surplus  portion  of  pro- 
prietorship; third,  as  liabilities.  If  such  an  item  measures  a 
true  liability,  it  is  questionable  whether  or  not  the  term  "reserve" 
should  apply  to  it.  One  justification  might  be  that  such  use  of 
the  word  indicates  that  while  the  element  was  recognized  as  a 
true  liability,  the  amount  used  was  an  estimate  only,  as  in  the 
case  of  a  reserve  for  federal  income  taxes  set  up  on  a  balance- 
sheet  before  the  amount  of  this  liability  could  be  definitely  as- 
certained. 

Earlier  in  this  paper,  I  called  attention  to  the  fact  that  there 
is  an  increasing  tendency  on  the  part  of  accountants  to  make 
a  marked  differentiation  in  the  display  of  liabilities  as  distinct 
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from  proprietorship  interest.  The  old-fashioned  balance-sheet 
in  which  all  credit  amounts  were  tabulated  one  after  the  other 
upon  the  right  hand  side  without  marked  grouping  or  classifi- 
cation has  given  way  to  the  modern  balance-sheet  wherein  the 
attempt  is  made  to  display  definitely  all  those  totals  of  classifi- 
cations which  are  of  interest  to  the  business  world.  Liabilities 
are  subdivided  so  as  to  show  the  total  of  those  of  a  current 
nature  as  distinct  from  those  which  are  of  a  more  permanent 
nature.  The  inclusion  of  capital  stock  obligations  with  the  per- 
manent liabilities  is  giving  place  to  the  method  wherein  all 
proprietorship  measurements  are  grouped  together,  cumulating 
in  a  total  which  displays  in  one  amount  the  net  excess  of  all 
assets  over  liabilities. 

In  the  case  of  par-value  stock  this  total  will  usually  consist 
of  the  items  representing  capital  stock  plus  the  surplus  items,  or 
minus  deficits,  if  there  be  any.  The  total  proprietorship  item 
above  referred  to  is  sometimes  given  a  definite  designation  such 
as  "book  value  of  capital  stock"  or  "net  worth."  Influenced 
by  a  no-doubt-praiseworthy  idea  of  giving  his  client  full  money's 
worth,  the  accountant  has  frequently  gone  farther  than  this,  and 
has  parenthetically  shown  what  he  alleges  to  be  the  "book  value 
per  share"  which  he  obtains  by  dividing  this  total  amount  by  the 
number  of  shares  of  stock.  If  the  stock  is  all  common,  this  result 
probably  is  correct,  but  no  doubt  all  of  us  have  seen  such  display 
made  in  balance-sheets  which  contained  both  common  and  pre- 
ferred stock.  Where  there  are  two  or  more  classes  of  stock 
differing  in  their  rights  and  privileges,  the  calculation  of  the 
book  value  of  each  share  may  become  a  complicated  procedure. 
Careful  consideration  must  be  given  to  the  relative  interests  of 
each  group  of  stockholders  in  each  classification  of  surplus.  For 
instance,  preferred  stockholders  may  have  no  dividend  rights 
whatsoever  in  paid-in  surplus,  if  such  surplus  came  from  the 
common  stockholders  only.  The  amount  of  earned  surplus  appli- 
cable to  preferred  stockholders  will  depend  entirely  upon  the 
character  and  amount  of  the  preference,  whether  cumulative  or 
non-cumulative,  whether  participating  or  non-participating,  and 
the  amount  which  has  already  been  paid  to  them  in  dividends 
since  their  preference  became  effective.  Unless  the  question  is 
one  specifically  applicable,  I  doubt  the  value  of  the  effort  such 
a  display,  to  be  correct,  would  necessitate. 
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APPROPRIATED  SURPLUS 

Surplus  fundamentally  represents  a  fund  which  is  under  the 
direct  control  of  the  board  of  directors  of  a  corporation  save  in 
certain  instances,  such  as  corporations  of  a  financial  character, 
where  this  authority  is  limited  to  some  extent  by  statute.  At 
times  this  authority  may  be  further  limited  by  contractual  re- 
lations, such  as  bond  issues  wherein  sinking  funds  are  required 
to  be  set  aside  out  of  earnings.  Aside  from  these  limitations  the 
boards  of  directors  have  practically  free  control  over  the  surplus. 
By  vote  they  may  set  aside  certain  portions  of  it  for  certain 
purposes,  such  as  reserves  for  new  equipment,  reserves  for  con- 
tingencies and  other  reserves  of  a  similar  nature,  thus  impound- 
ing that  amount  of  surplus  and  rendering  it  non-available  for 
dividend  purposes.  This  impounding  is  often  more  apparent 
than  real.  Usually  by  vote  of  the  board  they  may  reverse  any 
previous  action  unless  other  persons  are  definitely  a  party  there- 
to. Because  a  board  of  directors  has  set  aside  a  certain  amount 
as  a  reserve  for  improvements  is  no  guaranty  that  this  reserve 
will  be  continued,  for  at  a  later  date  the  board  may  again  by 
vote  turn  this  reserve  back  into  the  general  surplus  fund. 

I  think  that  this  point  is  worthy  of  emphasis,  as  it  is  frequent- 
ly overlooked  by  business  men.  In  fact  one  occasionally  finds 
business  men  who  are  under  the  impression  that  the  very  term 
"surplus"  involves  a  certain  impounding  or  limitation  of  dis- 
tribution. Many  business  men  who  separate  earned  surplus  into 
two  accounts,  one  being  called  undivided  profits  or  a  similar 
name  and  the  other  designated  as  surplus,  intend  to  convey  the 
idea  that  the  account  called  surplus  includes  amounts  which 
it  is  their  intention  to  retain  in  the  business  and  that  the  giving 
of  that  name  surplus  serves  notice  to  all  concerned  of  such  in- 
tention. At  the  present  time  the  term  surplus  is  used  in  such 
a  variety  of  ways  that  it  may  or  may  not  give  to  the  observer  any 
such  idea  as  the  one  intended  by  these  men. 

The  question  naturally  arises  as  to  whether  or  not  it  is 
desirable  to  indicate  any  such  impounding.  If  a  corporation  on 
December  31st  displays  a  balance-sheet  showing  a  very  large 
surplus  and  on  the  strength  of  this  balance-sheet  borrows  cer- 
tain sums,  there  is  in  reality  nothing  to  keep  it  from  immedi- 
ately thereafter  greatly  reducing  this  surplus  through  dividends. 
If  the  directors  should  take  such  action  it  might  be  held  that 
they  have  in  a  sense  deceived  the  lenders  of  this  money  even 
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though  they  remain  technically  within  their  rights,  both  as  to 
law  and  accounting.  Because  of  this  it  might  seem  desirable 
to  adopt  a  certain  terminology  for  the  funds  which  were  intended 
to  be  withheld  from  dividends  so  that  the  mere  use  of  such  ter- 
minology would  be  more  or  less  definitely  a  pledge  on  their  part 
to  retain  these  funds  for  the  use  of  the  business  and  for  the 
protection  of  creditors. 

Such  a  definite  impounding  of  surplus  might  at  times  prove 
undesirable,  as  occasion  might  arise  when  their  credit  would  be 
greatly  impaired  and  therefore  their  creditors'  rights  be  im- 
periled, unless  dividends  should  continue  to  be  paid  regularly, 
and  it  might  be  that  such  dividends  could  not  be  paid  without 
using  some  of  this  surplus,  which,  though  rightfully  available 
for  such  purposes,  had  been  arbitrarily  impounded  at  some  pre- 
ceding date.  I  feel  that  this  matter  is  one  which  deserves  much 
study  and  consideration  on  the  part  of  accountants. 

SURPLUS  FROM  APPRECIATION 

Many  organizations  owning  certain  capital  assets  whose 
market  value  has  greatly  increased  since  they  were  acquired 
seem  unable  to  resist  the  temptation  to  add  this  appreciated  value 
to  the  book  figures  representing  these  assets.  The  credit  amount 
thus  created  should  not  be  merged  with  items  of  a  different 
source  but  should  be  credited  to  an  account  called  "surplus  from 
appreciation."  If  this  be  properly  displayed  upon  the  balance- 
sheet  and  be  definitely  separated  from  other  classes  of  surplus, 
there  is  no  reason  why  anyone  should  be  deceived  by  it.  A  very 
important  point  in  connection  with  this  item  is  frequently  over- 
looked. Accountants  find  that  many  clients  in  depreciating  such 
appreciated  assets  treat  the  whole  amount  of  this  depreciation  as 
a  deduction  from  income.  Unfortunately  accountants  have 
frequently  failed  to  correct  this  error.  Such  depreciation  must 
be  divided  into  two  parts.  So  much  of  it  as  applies  to  the  cost 
of  the  asset  may  be  properly  considered  as  a  debit  to  income,  but 
the  portion  of  it  which  applies  to  the  appreciated  value  must  be 
deducted  from  the  amount  of  surplus  from  appreciation. 

A  certain  corporation  as  a  result  of  an  appraisal  wrote  up  its 
assets  several  million  dollars.  Because  of  the  circumstances  this 
writing  up  was  tolerated  by  the  accountant.  However,  if  the 
proper  amount  of  depreciation  of  this  increased  figure  based 
upon  the  estimated  remaining  life  of  the  assets  had  been  charged 
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against  income  it  would  have  displayed  a  result  which  would 
have  greatly  injured  the  credit  of  this  organization.  Such  result 
would  have  been  incorrect  also,  as  it  is  contrary  to  accounting 
to  withhold  from  profits  for  purposes  of  replacement  amounts 
in  excess  of  the  cost  of  the  items  replaced.  The  amount  of  this 
annual  depreciation  was  divided  into  two  portions  bearing  the 
same  ratio  as  the  excess  of  the  assets  bore  to  the  amount  of  the 
appreciation.  The  first  of  these  portions  being  debited  to  in- 
come was  sufficient  to  extinguish  the  cost  value  of  the  asset  at 
the  expiration  of  its  period  of  usefulness.  The  other  portion 
being  applied  annually  to  the  surplus  created  from  appreciation 
reduced  that  amount  to  zero  at  the  same  date.  Not  only  was 
this  correct  but  it  was  logical.  It  withheld  from  profits  for  pur- 
poses of  replacement  an  amount  exactly  equivalent  to  the  cost 
of  the  assets.  It  allowed  the  assets  to  stand  upon  the  balance- 
sheet  at  their  appraised  value  during  their  usefulness,  and  it 
amortized  the  surplus  created  from  the  appreciation  over  the 
period  of  the  useful  life  of  the  assets  so  appreciated. 

DONATED  STOCK 

One  frequently  finds,  especially  on  the  balance-sheet  of  a 
certain  type  of  organization,  surplus  arising  from  the  donation 
of  capital  stock.  This  account  may  be  strictly  correct,  but  one 
frequently  finds  that  it  appears  at  an  overstated  amount,  due 
to  the  fact  that  it  has  not  been  reduced  by  the  discounts  resulting 
from  the  sale  of  this  stock,  or  that  it  is  of  such  a  character  that 
instead  of  appearing  as  a  surplus  item,  it  should  have  been  used 
to  write  down  the  book  value  of  the  assets  which  were  received 
for  the  original  issue  of  capital  stock.  Usually  it  may  be 
assumed  that  the  donation  of  capital  stock,  if  it  follows  im- 
mediately after  the  issue  of  such  stock,  is  itself  an  indication  of 
the  fact  that  the  assets  for  which  the  capital  stock  was  originally 
issued  were  taken  in  at  an  inflated  value.  Such  donated  stock  being 
listed  as  an  additional  asset  results  in  a  credit  account  carried 
under  the  name  of  stock  donation  or  some  similar  terminology. 
As  the  donated  stock  account  is  converted  into  cash  or  other 
equivalent  assets,  any  difference  because  of  discount  should  ulti- 
mately be  applied  to  reducing  the  amount  of  the  stock  donation 
account.  When  the  stock  is  finally  disposed  of,  the  adjusted 
balance  upon  this  stock  donation  account  will  presumably 
measure  the  net  asset  value  resulting  from  this  donation.  If 
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at  this  time  it  is  evident  that  the  original  assets  were  inflated, 
this  inflation  should  be  eliminated  by  a  proper  reduction  on  the 
one  hand  of  the  book  value  of  such  assets  and,  on  the  other 
hand,  of  the  stock  donation  account.  If  this  is  not  done,  all  or 
a  part  of  this  stock  donation  account  will  measure,  not  true 
assets,  but  a  mere  book  inflation  of  assets,  which  would  be  con- 
trary to  sound  accounting  and  to  conservative  business  policy. 

However,  if  the  deflation  above  referred  to  has  been  properly 
accomplished  and  the  original  assets  have  been  written  down  to 
their  correct  value,  there  may  still  remain  a  balance  in  the  stock 
donation  account.  If  so,  this  balance  is  true  paid-in  surplus,  as 
it  represents  a  contribution  by  the  stockholders  of  actual  asset 
value  in  excess  of  the  capital  stock  issued  therefor. 
NON-PAR  STOCK 

The  stock  which  is  issued  without  par  value  is  still  so  new  in 
the  business  world  that  very  few  definite  principles  regarding 
the  handling  of  the  accounts  which  represent  it  have  been 
evolved.  This  is  especially  true  with  regard  to  the  element  of 
surplus  in  its  relation  to  non-par  stock. 

It  is  quite  generally  accepted  that  the  amount  paid  in  for 
such  stock  shall  be  credited  to  the  non-par  stock  account,  and 
that  undistributed  earnings  applicable  thereto  shall  be  carried 
in  surplus  accounts  the  same  as  for  stock  of  a  par  value;  but 
beyond  this  we  find  very  little  uniformity  in  practice.  It  has 
been  held  by  some  that  any  surplus  attaching  to  non-par  stock 
might  be  credited  at  once  to  the  capital  account,  on  the  theory 
that  the  very  purpose  of  the  non-par  stock  is  to  show  unit  owner- 
ship only,  without  differentiation  as  to  contributed  value  and 
earned  value.  Such  treatment,  however,  would  be  questioned 
by  an  accountant.  He  would  hold  that  such  differentiation  is 
essential  for  statistical  purposes  at  least  and  would  retain  the 
capital  stock  account  as  the  measure  of  the  value  of  the  con- 
tributed assets. 

Stock  of  no  par  value,  just  as  par-value  stock,  may  be  re- 
acquired  by  the  organization  at  a  price  differing  from  its  origi- 
nal issue.  In  such  case,  there  is  created  an  element  affecting 
surplus.  The  re-purchase  of  such  stock  at  an  amount  in  excess 
of  the  assets  received  for  its  issue  reduces  surplus  accordingly. 
In  like  manner,  surplus  is  increased  by  the  re-acquiring  of  stock 
at  a  price  below  that  of  its  issue.  Such  surplus  becomes  a  paid-in 
surplus,  even  though  it  applies  to  a  stock  which  has  no  par  value. 
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If  non-par  stock  is  issued  for  a  variety  of  prices,  as  may 
readily  be  true  where  its  issue  covers  a  long  period  of  time 
during  which  developments  have  taken  place  that  justify  a  con- 
stantly increasing  price  for  the  stock,  the  capital  account  at  any 
time  divided  by  the  number  of  shares  then  outstanding  gives  the 
average  value  for  all  stock  issued.  Whether  such  average 
value  should  be  used  in  the  determination  of  the  premium  or 
discount  on  re-acquired  stock  or  whether  for  this  purpose  one 
should  use  the  price  at  which  the  particular  shares  re-acquired 
were  issued  is  a  debatable  point  to  which  accountants  will  prob- 
ably give  further  consideration  before  any  definite  rule  will  be 
adopted. 

CONSOLIDATED  SURPLUS 

In  consolidating  the  balance-sheets  of  affiliated  or  subsidiary 
corporations  the  asset  item  of  investment  representing  the  pur- 
chase of  stock  in  subsidiaries  must  be  eliminated,  and  in  its  place 
will  appear  the  actual  assets  and  liabilities  of  the  company  whose 
stock  was  purchased.  The  amounts  so  substituted  may  not  agree 
with  the  purchase  price.  In  fact  they  seldom  do  agree.  Any 
difference  must  necessarily  affect  the  consolidated  surplus.  If, 
in  lieu  of  the  investment  asset,  net  assets  of  a  greater  book  value 
are  brought  into  the  balance-sheet,  the  surplus  account  will  be 
increased  by  the  amount  of  this  excess.  In  like  manner  it  would 
be  decreased  if  the  substituted  net  assets  were  less  than  the 
investment  asset. 

This  change  in  surplus  represents  the  net  earnings  or  loss 
applicable  to  the  investment  and  accumulated  since  the  date  of 
its  purchase.  For,  presumably,  any  difference  between  the  pur- 
chase price  and  the  book  value  of  the  net  assets  so  acquired  at 
that  date  is  covered  by  an  adjustment  of  the  consolidated  good- 
will account.  This  latter  adjustment  was  discussed  very 
thoroughly  by  Mr.  Webster  in  his  paper  before  this  institute  a 
year  or  two  ago. 

Also  in  consolidating  balance-sheets,  surplus  may  possibly 
be  affected  by  adjustment  of  intercompany  items  and  the  elimin- 
ation of  intercompany  profit  in  the  inventory. 

MEASUREMENT 

While  it  is  theoretically  true  that  the  accountant  should 
analyze  all  surplus  as  to  its  source  and  so  display  it,  yet, 
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questions  frequently  arise  as  to  whether  or  not  such  classifica- 
tion is  accurate.  For  instance,  if  a  capital  asset  is  sold  for  more 
than  its  book  value  is  this  excess  a  capital  surplus?  May  it  not 
be  that  this  excess  was  due  to  the  fact  that  too  high  a  deprecia- 
tion had  been  taken  in  the  past?  If  so,  the  earned  surplus  has 
suffered  to  that  extent.  May  it  not  be  that  all  or  a  part  of  this 
so-called  capital  surplus  is  nothing  more  than  an  adjustment  of 
the  earned  surplus  account? 

Again  if  the  asset  sold  was  one  that  had  been  contributed 
for  stock  originally,  might  not  this  excess  really  be  paid-in 
surplus  which  the  organization  failed  to  recognize  as  such  at  the 
time  of  its  contribution?  Is  it  not  true  then  that  few,  if  any, 
of  our  classifications  or  our  measurements  are  absolute?  Is  it 
not  rather  the  fact  that  we  are  striving  continually  toward  the 
truth  rather  than  that  we  have  been  able  exactly  to  reach  the 
truth?  There  are  very  few  statements  of  absolute  facts  in  ac- 
countancy reports.  In  most  cases  the  best  that  we  can  hope  to 
do  is  to  come  as  near  to  the  truth  as  we  are  able,  recognizing 
the  fact  that  this  is  a  progression  which  has  no  stopping  place. 

No  matter  how  completely  the  sources  of  surplus  have  been 
traced  by  the  accountant,  and  no  matter  how  intelligently  he 
has  displayed  these  classifications,  there  remains  the  vital  fact 
that  the  value  of  his  classification  and  display  depends  upon  the 
accuracy  of  his  measurement.  What  is  the  measurement  of 
surplus?  We  have  indicated  that  surplus  is  the  excess  of  assets 
over  the  combined  liability  and  outstanding  stock  of  a  corpora- 
tion. The  measurement  is  then  determined  by  the  measurements 
of  these  other  elements  upon  which  the  surplus  depends.  Surplus 
is  not  an  element  in  a  business  the  amount  of  which  can  be 
measured  within  itself  or  measured  independently  of  the  other 
elements  of  the  business.  One  may  perhaps  determine  the 
amount  of  cash  of  an  organization  or  perchance  the  amount 
of  a  certain  class  of  liabilities  without  consideration  of  the  other 
balance-sheet  elements.  This  is  not  true  of  surplus.  Surplus 
then  is  not  an  element  distinct  within  itself,  but  instead  its  value 
depends  upon  the  combined  measurements  of  all  the  other 
balance-sheet  factors.  The  valuation  of  surplus  therefore  carries 
one  back  immediately  to  the  valuation  of  assets.  If  a  business 
man  should  ask  any  of  the  members  of  this  institute  to  advise 
him  as  to  this  base  of  asset  measurement  the  answer  would  no 
doubt  be  very  definite.  He  would  be  told  that  any  chose-in- 
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action  should  be  valued  at  its  face  value  less  a  reasonable  reserve 
for  non-collectibility ;  that  inventory  items  should  be  valued  at 
cost  less  any  market  depreciation  that  may  apply  to  individual 
items.  He  would  be  told  that  fixed  assets  should  be  valued  at 
cost  less  reasonable  depreciation.  These  bases  sound  very  logical 
and  conclusive,  but  every  one  of  us  who  practises  accountancy  has 
faced  numerous  problems  where  it  has  seriously  stretched  our 
sense  of  justice  and  of  accuracy  to  apply  these  rules.  There 
are  many  points  constantly  arising  which  do  not  seem  to  be  fully 
covered  by  them. 

In  Chicago  a  certain  organization  bought  a  tract  of  land 
many  years  ago  for  a  price  which  now  seems  ridiculously  small. 
Today  this  land  is  unquestionably  worth  a  million  dollars  in- 
stead of  the  one  hundred  thousand  paid  for  it.  The  directors 
desire  to  build  an  office  building  on  that  site  and  to  float  bonds 
to  provide  the  funds.  They  call  upon  you  for  a  balance-sheet. 
How  are  you  going  to  display  that  real  estate?  Shall  you  accept 
the  valuation  of  the  real-estate  experts  and  record  it  at  a  million 
dollars,  thus  dumping  $900,000  into  surplus,  or  shall  you 
insist  upon  valuation  at  cost?  If  you  record  it  at  cost  are  you 
displaying  with  any  degree  of  accuracy  the  real  asset  value  of 
this  corporation?  Of  course,  they  may  form  a  new  corporation 
and  sell  the  real  estate  to  this  new  corporation  for  a  million 
dollars.  In  auditing  the  new  corporation  we  would  unhesitatingly 
value  the  real  estate  at  cost,  that  is,  at  one  million  dollars. 
In  reality  are  the  assets  of  the  new  corporation  worth  one  penny 
more  than  the  assets  of  the  old  corporation?  Have  they  by  the 
juggling  feat  of  establishing  a  new  legal  entity  actually  increased 
the  valuation  of  their  assets  by  900%  ? 

On  the  other  hand  if  we  accept  appraisal  instead  of  cost  as 
a  basis  of  valuing  our  assets,  then  what  is  there  left  in  account- 
ing that  would  be  dependable?  Every  man's  assets  would  then 
be  listed  at  as  much  as  some  alleged  expert  might  estimate  that 
they  were  worth.  Balance-sheets  would  cease  to  have  any  de- 
pendability. Some  might  perchance  hold  that  we  were  justified 
in  tabulating  that  Chicago  real  estate  at  its  present  value  because 
it  had  been  purchased  say  fifty  years  ago  but  would  not  consent 
to  such  appreciation  if  it  had  been  bought  say  last  year.  With 
such  a  theory  the  question  naturally  arises  if  it  is  correct 
to  accept  a  revaluation  after  fifty  years  but  not  after  one  year, 
at  just  what  point  between  those  two  dates  does  the  dividing 
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line  apply?  After  just  how  many  years  does  an  illegitimate  pro- 
cedure become  legitimate? 

Let  us  take  another  illustration.  An  organization  which  has 
developed  many  patents  and  processes  may  through  their  opera- 
tion make  a  very  large  income,  yet  carry  very  few  tangible  assets. 
There  are  many  such  organizations  whose  annuaj  income  is 
several  times  their  total  tangible  assets.  Such  an  organization 
desires  to  borrow  money  at  the  bank,  and  asks  you  to  prepare 
a  balance-sheet.  You  list  only  the  tangible  assets  but  the  directors 
say,  "Here  are  our  patents,  our  goodwill,  what  about  them  ?  They 
are  worth  millions  to  us."  The  accountant  says  "You  can  list 
them  only  at  what  they  cost  you.  You  may  capitalize  the  ex- 
penditures for  obtaining  patents,  for  advertising,  etc.,  but  that  is 
all."  It  is  difficult  to  convince  that  organization  of  the  logic  of 
the  accountant's  position.  Usually  before  he  is  through  con- 
vincing his  client  the  accountant  himself  begins  to  doubt  the 
logic  of  his  own  position.  He  realizes  that  he  is  illogical  in 
valuing  at  cost  assets  in  one  organization  which  may  have  very 
little  real  earning  power  or  usefulness  to  anyone  and  refusing 
to  give  any  value  to  the  accumulated  results  of  the  creative  efforts 
of  the  organization  just  discussed.  But  he  solaces  himself  by  the 
thought  that  if  we  leave  cost  as  the  base  of  our  valuation  of 
assets,  then  where  shall  we  stop?  Cost  seems  to  be  the  only 
landing  place  amid  the  hills  and  forests  of  commercial  activities 
where  we  can  make  a  safe  descent.  Leave  it,  and  the  sky  is  the 
limit,  and  there  seems  to  be  no  place  for  us  to  rest  without 
wrecking  our  whole  scheme  of  value.  These  illustrations  could 
be  multiplied  indefinitely  but  perhaps  these  are  sufficient  to  in- 
dicate the  fact  that  we  have  not  as  yet  reached  a  perfect  basis  of 
valuation.  The  accountant  is  the  last  man  who  should  drop 
conservatism  and  the  last  man  who  should  become  radical  and  de- 
part from  an  essential  procedure  until  he  has  discovered  one 
which  is  better.  But  on  the  other  hand  he  should  also  be  the  last 
man  to  be  content  to  accept  any  basis  as  final.  The  accounting 
profession  must  devote  much  thought  to  the  developing  of 
greater  flexibility  in  the  rules  of  asset  value  without  sacrificing 
fundamental  principles.  Don't  ask  me  how  this  can  be  done. 
It  is  not  a  matter  for  any  one  of  us  or  two  of  us  to  solve,  but 
it  is  a  question  to  which  the  accumulative  efforts  of  the  profession 
should  find  a  satisfactory  answer. 
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The  measurement  of  surplus  then  depends  upon  the  measure- 
ment of  the  elements  which  create  it.  Every  adjustment  in  the 
valuation  of  any  element  affects  surplus.  Every  change  in  the 
method  of  determining  the  book  worth  of  an  asset  affects  surplus. 
Every  variation  in  the  accumulating  of  nominal  elements  or  of 
policy  in  carrying  a  deferred  charge  affects  surplus.  Properly 
to  determine  the  amount  of  surplus  of  a  complicated  organization 
involves  a  knowledge  and  a  practical  application  of  nearly  every 
rule,  and  principle  of  accountancy,  and  many  of  these  are  as  yet 
indefinite  or  indeterminate. 

A  study  of  any  phase  of  surplus  such  as  earned  surplus  makes 
us  wonder  whether  or  not  we  really  know  its  characteristics. 
Earned  surplus  presumably  is  composed  of  profits  that  have  been 
withheld  from  distribution.  Why  were  they  withheld?  Were 
they  withheld  merely  through  choice  or  through  necessity? 
Every  accountant  and  every  business  man  knows  organizations 
in  which  the  withholding  was  compulsory  if  the  organization  was 
to  continue.  If  this  withholding  is  compulsory  then  is  it  profit? 
We  have  been  recording  profit  as  the  earnings  of  an  organiza- 
tion which  may  be  paid  to  the  proprietors.  Now  if  these  amounts 
which  we  display  upon  our  statements  as  earnings  can  not  be 
paid  to  the  stockholders  without  damaging  the  business,  are  they 
really  classifiable  as  profits?  How  many  organizations  do  you 
know  which  pay  out  in  dividends  all  that  the  accountant  shows 
as  net  income?  Very  few.  They  usually  state  that  it  is  conser- 
vative to  withhold  a  portion  of  this  net  income  for  one  or  the 
other  of  well-established  reasons. 

It  is  not  my  intention  to  announce  that  I  am  ready  to  discard 
our  definition  of  net  profit  or  that  I  advise  an  organization  to  pay 
out  all  of  its  net  profits  as  dividends.  Instead  I  am  trying  again 
to  emphasize  the  fact  that  even  such  elements  as  net  profit 
which  we  are  sometimes  prone  to  regard  as  well  defined  in  the 
accounting  world — even  to  these,  we  as  accountants  must  give 
constant  consideration,  must  study  them  carefully,  if  we  would 
aid  in  bringing  our  profession  a  little  nearer  to  the  true  and 
correct  presentation  of  the  essential  elements  of  business  activi- 
ties and  to  fulfil  as  accurately  as  we  can  the  function  which  the 
business  world  expects  us  to  fulfil. 
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EDITORIAL 


A  Word  of  Warning 


At  the  annual  meeting  of  the  American  Institute  of  Account- 
ants held  in  Washington,  September  20th,  a  representative  of 
the  solicitor  of  the  bureau  of  internal  revenue  addressed  the 
members  of  the  Institute  on  a  subject  of  so  vital  importance  to 
the  entire  accounting  profession  and  to  the  taxpayers  of  the 
country  as  a  whole  that  we  make  no  apology  but  rather  express 
pleasure  in  the  ability  to  present  his  remarks  as  most  admirably 
expressing  an  opinion  which  should  reach  every  member  of  the 
accounting  profession. 

Mr.  Angevine's  remarks  are  complete  without  comment.  He 
said: 

"Members  of  the  American  Institute:  It  is  rarely,  if  ever, 
that  a  member  of  the  legal  profession  gets  a  chance  to  talk  to 
a  society  of  accountants.  Of  course,  in  the  bureau  of  internal 
revenue,  we  get  to  hear  a  good  many  accountants  and  a  good 
many  lawyers.  It  appears  that  the  chairman  of  one  of  your 
committees,  Mr.  President,  called  upon  the  commissioner  of  in- 
ternal revenue  yesterday  and  requested  him  to  appear  before 
this  body  at  one  of  your  meetings.  He  was  unable  to  do  so  and 
had  requested  me  to  say  a  few  words  on  a  matter  which  the  whole 
treasury  department  is  vitally  interested  in,  and  one  which  I 
know  you  gentlemen  are  vitally  interested  in,  and  that  is  the 
question  of  practice  and  enrolment  of  accountants,  agents  and 
attorneys  to  practise  before  the  treasury  department.  I  imagine 
that  all  of  you  are  somewhat  familiar  with  the  questions  and  the 
problems  which  the  treasury  department  is  now  confronted  with 
concerning  the  admission  to  practice  of  individuals  before  that 
department,  and  I  am  pleased  to  say  that  in  my  experience  with 
the  treasury  department  for  over  a  year  last  past  we  have  had 
no  difficulty  with  members  of  this  organization  in  questions  of 
practice  before  the  department.  However,  some  real  problems 
do  exist  over  there  on  the  questions  which  relate  not  only  to 
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attorneys  but  to  accountants,  and  they  are  in  connection  with 
the  qualifications  and  the  activities  of  men  who  appear  on  behalf 
of  taxpayers  before  the  treasury  department  and  particularly 
before  the  bureau  of  internal  revenue.  Applications  to  practise 
are  being  received  from  agents,  accountants  and  attorneys  at 
the  rate  of  about  twenty-five  a  day,  and  I  believe  I  am  safe  in 
saying  that  at  the  present  time  there  are  some  ten  thousand  men 
and  women  admitted  to  practice  before  the  treasury  department. 
"The  particular  problem  which  I  wish  to  talk  to  you  about 
is  the  question  of  publicity  and  the  solicitation  of  business,  and 
I  think  I  am  safe  in  saying  on  behalf  of  the  secretary  of  the 
treasury  and  the  commissioner  of  internal  revenue,  that  regula- 
tions in  the  near  future  will  be  promulgated  which  will  require 
an  accountant  and  an  agent  who  has  business  before  the  treasury 
department  to  get  that  business  and  to  carry  it  on  on  the  same 
high  plane  of  ethics  which  governs  the  other  learned  professions. 
I  used  to  think  that  accounting  was  an  exact  science.  Hearing 
the  last  end  of  the  discussion  of  the  gentleman  who  preceded 
me  on  the  question  of  treatment  of  surplus  and  having  occasion 
to  read  some  authorities  on  accounting,  I  have  decided  that  it  is 
no  more  an  exact  science  than  is  the  law.  Throughout  the  country 
firms  of  accountants  and  lawyers — and  I  hold  no  brief  for  either 
of  them  when  they  indulge  in  these  practices — are  going  about 
soliciting  business  by  communications,  by  personal  interviews, 
by  offers  to  take  business  on  a  contingent  fee,  and  the  treasury 
department  is  constantly  being  embarrassed  by  taxpayers'  writing 
in  and  asking  if  such  practices  are  to  be  countenanced  by  the 
department.  I  want  to  say  to  you  gentlemen  that  such  practices 
are  no  longer  to  be  countenanced  by  the  treasury  department. 
An  agent  or  an  accountant,  to  my  mind,  has  no  more  right  to  go 
out  and  solicit  business  from  a  taxpayer  on  a  contingent  fee 
than  would  a  lawyer  to  do  the  same  thing.  I  do  not  know  whether 
you  gentlemen  have  gone  into  this  any  or  not ;  I  think  the  treasury 
department  is  going  to  recognize  the  fact  that  lawyers  and  ac- 
countants and  agents,  if  they  do  specialize  in  matters  of  federal 
taxation,  will  have  a  right  to  give  publicity  to  their  profession 
in  a  dignified,  professional  manner.  The  department  is  trying 
to  discourage  the  idea  of  firms  of  lawyers  or  accountants  adver- 
tising the  fact  that  they  have^  now  connected  with  them  a  former 
official  of  the  bureau  of  internal  revenue,  or  implying  by  one  way 
or  another  that  a  special  condition  of  influence  exists  in  Wash- 
ington with  their  firm  whereby  it  can  put  over  things  down  here 
in  regard  to  claims  for  refund  and  matters  of  adjustment  of 
federal  taxes  that  other  men  cannot  do,  on  account  of  the  fact, 
not  of  their  qualifications  as  accountants  or  lawyers,  but  by 
reason  of  the  fact  that  they  were  formerly  connected  with  the 
bureau  of  internal  revenue.  That  matter,  I  feel  safe  in  saying  to 
this  meeting,  is  no  longer  to  be  countenanced.  The  treasury  de- 
partment naturally  looks  upon  this  body  of  men  and  women  as 
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the  leading  exponents  of  clean,  decent  practice  of  the  profession 
of  accounting.  I  did  not  come  here  to  ask  you  to  do  any  partic- 
ular thing,  but  I  do  want  to  give  you  on  behalf  of  these  men, 
on  behalf  of  the  treasury  department,  the  viewpoint  which  we 
now  have  on  it.  Every  day  letters  come  in,  as  I  say,  from  all 
over  the  country,  enclosing  communications  which  have  been 
written  by  certain  firms  of  lawyers  and  accountants,  in  which 
they  are  indulging  in  the  most  pernicious  practices  and  which 
are  a  source  of  constant  embarrassment,  not  only  to  you,  but  to 
us.  The  regulations  of  the  treasury  department  on  this  question 
at  the  present  time  are  not  in  an  entirely  satisfactory  condition, 
although  they  are  better  than  they  were  a  year  ago.  I  think  I  am 
safe  in  saying  that  a  new  regulation  which  will  embody  somewhat 
the  following  idea  will  be  adopted  within  the  immediate  future, 
and  I  am  going  to  read  from  this,  not  as  something  that  has 
been  adopted,  but  as  a  thought  that  is  being  proposed: 

''  'No  advertising  descriptive  of  services  to  be  rendered  or 
setting  forth  the  capacity  and  ability  to  render  such  service  by 
agents  and  attorneys  enrolled  to  represent  claimants  before  the 
treasury  department  is  permitted,  except  the  use  of  letterheads, 
business  cards  and  the  insertion  of  cards  containing  the  names, 
addresses  and  permitted  designation  of  the  business  transacted 
in  directories,  newspapers,  periodicals,  magazines  and  trade 
journals.  The  solicitation  of  business  by  circulars  or  advertise- 
ments or  other  methods  of  advertising  or  by  personal  letters, 
communications  or  interviews  not  warranted  by  previous  per- 
sonal or  business  relations  with  the  persons  so  addressed  is  un- 
professional. Such  practices  on  the  part  of  attorneys  or  agents 
applying  for  enrolment  or  enrolled  to  represent  the  claimants 
before  the  treasury  department  are  hereby  prohibited.  The  pro- 
curement of  business  indirectly,  through  representatives  or 
agents  of  any  kind,  whether  they  be  individuals  or  corporations, 
and  indirect  advertising  for  business  in  any  manner  or  by  any 
method  or  device  is  prohibited/ 

"Three  weeks  ago  on  behalf  of  the  secretary  of  the  treasury 
I  had  the  pleasure  along  with  another  man  of  attending  a  meet- 
ing of  the  American  Bar  Association,  and  briefly  I  want  to  tell 
you  what  they  did.  A  resolution  was  adopted  by  that  organiza- 
tion to  the  effect  that  the  committee  on  enrolment  and  disbar- 
ment of  the  treasury  department  might  feel  free  at  any  time  to 
call  upon  the  state  and  local  bar  associations  to  answer  inquiries 
relative  to  the  fitness  and  qualifications  of  any  applicant  applying 
for  admission  to  the  treasury  department,  and  I  think  I  will  be 
safe  in  saying  that  the  treasury  department  would  appreciate 
and  would  welcome  a  plan  whereby  the  treasury  department  can 
call  upon  the  American  Institute  of  Accountants  to  pass  upon 
the  fitness  and  qualifications  of  applicants  who  are  applying  to 
practise  before  the  treasury  department.  Of  course,  it  is  to  be 
understood  that  any  information  which  would  be  given  would 
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be  in  an  advisory  capacity  and  would  not  necessarily  be  con- 
trolling on  the  committee.  The  comittee  on  enrolment  and 
disbarment  of  the  treasury  department  is  now  an  active  com- 
mittee, meeting  practically  every  day  in  the  week.  Seven  or 
eight  men  are  devoting  their  entire  time  to  this  question,  and 
they  want  to  get  at  the  truth  of  it.  A  determined  effort  is  now 
being  made  to  weed  out  these  practitioners  who  are  acting  un- 
ethically and  only  admit  those  who  have  the  qualifications  and 
who  are  willing  to  play  the  game  on  the  high  plane  of  good 
ethics. 

"I  want  to  extend  to  this  gathering  an  invitation  to  visit  the 
treasury  department  in  all  of  its  ramifications.  I  will  not  promise 
a  personally  conducted  tour,  as  you  who  have  been  down  here 
know  the  bureau  of  internal  revenue  is  all  over  the  city.  It  has 
about  8,000  men  and  women  employed,  and  I  have  no  doubt  most 
of  you  are  familiar  with  the  income-tax  unit  at  least.  The  com- 
missioner, Mr.  Blair,  wanted  me  to  say  to  you  men  that  he  was 
sorry  he  could  not  be  here  and  say  a  few  words  to  you  himself, 
but  he  is  leaving  today  for  New  York  and  consequently  ;ould 
not  be  present.  Now,  in  behalf  of  the  treasury  department,  und 
particularly  Mr.  Blair,  I  want  to  thank  you  for  this  opportunity 
of  appearing,  as  we  feel  that  you  men  are  in  position  to  do  some 
real  service  to  your  own  profession,  to  taxpayers  and  to  the 
government  in  this  matter." 


282 


American  Institute  of  Accountants 

ANNUAL    MEETING    AT    WASHINGTON,    D.    C, 
SEPTEMBER  20  AND  21,  1921 

TUESDAY,  SEPTEMBER  20,  1921 FIRST  SESSION 

The  regular  annual  meeting  of  the  American  Institute  of  Accountants 
was  called  to  order  at  10  a.  m.,  Tuesday,  September  20,  1921,  at  the 
Washington  hotel,  Washington,  District  of  Columbia,  President  Carl  H. 
Nau  presiding. 

The  meeting  was  opened  with  prayer  by  the  Rev.  Howard  Talbott,  of 
Washington. 

Minutes  of  the  preceding  meeting  as  published  in  the  year-book  of 
1920  were  approved  without  reading. 

The  report  of  the  president  was  read  and  approved. 

The  statement  of  accounts  prepared  by  the  treasurer,  accompanied  by 
the  report  of  the  auditors,  was  read  and  accepted. 

The  secretary  announced  that  the  minute  book  of  the  council  was  on 
the  table  for  the  inspection  of  any  member  during  the  course  of  the  meeting. 

The  report  of  the  council  was  read  and  approved. 

A  report  of  the  committee  on  subsidiary  organizations  which  had 
been  referred  by  the  council  for  consideration  of  the  meeting  was  read. 
It  was  resolved  that  the  report  be  referred  to  the  council  and  the  com- 
mittee on  subsidiary  organizations  in  cooperation,  to  the  end  that  definite 
recommendations  might  be  prepared  for  submission  at  a  subsequent 
meeting. 

Edward  Kaulbach  representing  the  Dominion  Association  of  Chartered 
Accountants  addressed  the  meeting  on  accountancy  in  Canada. 

A  paper  entitled  Some  Considerations  Involved  in  the  Valuation  of 
Goodwill*  by  H.  C.  Freeman,  was  read.  A  vote  of  thanks  was  extended 
to  Mr.  Freeman. 

TUESDAY,  SEPTEMBER  20,  1921— SECOND  SESSION 

The  meeting  was  called  to  order  at  2  p.  m. 

A  paper  entitled  Classification  of  Surplus*  by  Charles  B.  Couchman, 
was  read  and  followed  by  discussion. 

A  representative  of  the  solicitor  of  the  bureau  of  internal  revenue  ad- 
dressed the  meeting  and  urged  the  Institute  to  take  action  to  insure  that 
all  members  of  the  accounting  profession  observe  ethical  practice  in  income- 
tax  work.f 

The  report  of  the  committee  on  professional  advancement  which  had 
been  distributed  to  the  membership  prior  to  the  annual  meeting  was  dis- 
cussed at  length. 

After  discussion  the  following  resolution  was  adopted: 

Resolved,  That  the  committee's  report  be  approved  and  that  it  is  the 
sense  of  this  meeting  that  the  publication  or  circulation  of  ordinary  simple 
business  cards,  being  a  matter  of  personal  taste  or  custom  and  convenience 

*This  paper  is  published  elsewhere  in  this  issue  of  THE  JOURNAL  OF  ACCOUNTANCY. 
fSee  editorial  on  this  subject  in  this  issue  of  THE  JOURNAL  OF  ACCOUNTANCY. 

283 


The  Journal  of  Accountancy 


is  not  improper,  but  solicitation  of  business  by  circulars  or  advertisements 
or  by  personal  communications  or  interviews,  not  warranted  by  personal 
relations,  is  unprofessional  and  should  not  be  permitted.  It  is  desirable 
that  the  publication  of  books  and  articles  on  accountancy  subjects  should 
be  encouraged  to  the  fullest  extent  but  care  should  be  taken  that  such 
publications  do  not  contain  self-laudatory  expressions.  If  it  deems  it 
necessary  the  council  is  authorized  to  formulate  rules  for  the  guidance  of 
the  members  to  the  end  that  a  high  standard  of  professional  ethics  and 
conduct  shall  be  maintained. 

WEDNESDAY,  SEPTEMBER  21,  1921 — FIRST  SESSION 
The  meeting  was  called  to  order  at  10  a.  m. 

The  following  officers  and  members  of  council  were  unanimously 
elected : 

President:    Carl  H.  Nau. 

Vice-presidents:   John  B.  Niven,  Arthur  W.  Teele. 
Treasurer:    J.  E.  Sterrett. 
Council  for  five  years: 
Albert  T.  Bacon. 
F.  H.  Hurdman. 
J.  E.  Hutchinson. 
W.  R.  Mackenzie. 
Walter  Mucklow. 
J.  R.  Ruckstell. 
W.  R.  Tolleth. 
Council  for  two  years: 

Lewis  G.  Fisher. 
Council  for  one  year: 

Charles  E.  Mather. 

At  the  invitation  of  members  from  Chicago  it  was  unanimously  re- 
solved that  the  annual  meeting  of  1922  should  be  held  in  that  city. 

It  was  unanimously  resolved  that  all  acts  of  the  council  during  the 
preceding  year  be  ratified  and  approved. 

A  paper  entitled  Treatment  of  Costs  During  Periods  of  Varying  Vol- 
umes of  Production*  by  C.  B.  Williams,  was  read  and  discussed. 

At  one  o'clock  the  members  and  guests  attended  a  reception  at  the 
White  House  and  were  presented  to  the  president  of  the  United  States. 

WEDNESDAY,  SEPTEMBER  21,  1921— -SECOND  SESSION 

The  meeting  was  called  to  order  at  2  p.  m. 

A  paper  entitled  Examining  and  Auditing  a  Federal  Reserve  Bank*  by 
Francis  Oakey,  was  read  and  followed  by  discussion. 

It  was  resolved  that  the  council  be  requested  to  investigate  the  practice 
of  certain  banking  institutions  in  establishing  organized  auditing  depart- 
ments undertaking  the  work  of  professional  accountants,  and  that  infor- 
mation should  be  sought  from  the  American  Bankers'  Association  on  this 
subject. 

Votes  of  thanks  to  the  authors  of  papers  and  to  the  committee  on 
meetings  were  unanimously  adopted. 

The  meeting  adjourned. 
*This  paper  will  appear  in  THE  JOURNAL  OF  ACCOUNTANCY  for  November,  1921. 
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Edited  by  STEPHEN  G.  RUSK 

In  addition  to  the  usual  quota  of  treasury  decisions,  we  publish  this 
month  the  committee  on  appeals  and  review  memorandum  No.  106  and  the 
subsequent  explanation  of  the  meaning  of  the  words  "actual  value." 

The  idea  embodied  in  the  memorandum  has  been  found  to  be  of  great 
interest  to  accountants,  many  of  whom  seemed  to  be  of  the  opinion  that 
the  taxing  authorities  were  about  to  change  the  concept  of  invested  capital 
so  as  to  include  value  as  well  as  cost. 

The  subsequent  explanatory  memorandum  clears  this  point  but  it  will  be 
noted  that  the  committee  does  recognize  the  fact  that  salvage  value  has 
a  bearing  upon  the  subject. 

The  idea  is  most  interesting  and  we  recommend  a  careful  study  of 
these  memoranda. 

(T.  D.  3178— June  11,  1921) 
Income  tax — Revenue  acts  of  1916,  1917,  1918 — Decision  of  court. 

1.  UNITED    STATES    POSSESSIONS — CONSTITUTIONAL    PROVISIONS    AFFECTING 

REVENUE  LEGISLATION. 

The  power  of  congress,  in  the  enactment  of  revenue  legislation  applicable 
to  the  possessions  of  the  United  States,  is  not  restricted  by  the  uniformity 
and  apportionment  provisions  of  the  constitution,  as  it  acts  in  the  premises 
under  the  authority  of  paragraph  2,  section  3,  article  IV,  of  the  constitution, 
which  clothes  congress  with  power  to  make  all  needful  rules  and  regulations 
respecting  the  territory  or  other  property  belonging  to  the  United  States. 

2.  PERSONS  TAXABLE  UNDER  REVENUE  ACT  OF  1918. 

The  revenue  act  of  1918  taxes  the  income  of  every  individual,  a  citizen 
or  resident  of  the  United  States,  without  respect  to  whether  such  individual 
had  been  subject  to  taxation  under  the  revenue  acts  of  1916  and  1917; 
congress  did  not,  by  using  the  words  "in  lieu  of"  in  the  revenue  act  of  1918, 
mean  to  tax  only  those  incomes  of  individuals  who  had  been  subject  to 
taxation  under  the  two  prior  acts. 

3.  REPEAL  OF  REVENUE  ACT  OF  1916,  AS  AMENDED,  AS  APPLIED  TO  PHILIPPINE 

ISLANDS. 

The  revenue  act  of  1916,  as  amended  by  the  revenue  act  of  1917,  was  not 
repealed,  in  so  far  as  it  applied  to  the  Philippine  Islands,  by  the  revenue  act 
of  1918,  but  was  continued  in  force,  except  as  might  be  otherwise  provided 
by  the  local  legislature. 

4.  UNITED  STATES  CITIZENS  RESIDENT  IN   PHILIPPINE  ISLANDS — LIABILITY 

TO  TAX. 

A  citizen  of  the  United  States  who  resided  in  the  Philippine  Islands 
during  the  year  1918  is  subject  to  the  tax  imposed  by  the  revenue  act 
of  1918. 

5.  CREDIT  FOR  TAXES  PAID  IN  THE  PHILIPPINE  ISLANDS. 

A  citizen  of  the  United  States,  resident  in  the  Philippine  Islands,  is 
entitled  to  a  credit  for  the  amount  of  taxes  paid  to  the  Philippine  Islands 
during  the  calendar  year,  under  section  222  of  the  revenue  act  of  1918. 

(T.  D.  3183— June  24,  1921) 

Excess-profits   tax — Revenue   act   of  1917 — Decision  of  court. 
1.  INVESTED  CAPITAL — SECTION  207 — EARNED  SURPLUS  EXPENDED  IN  IMPROV- 
ING  INTANGIBLE    ASSET. 

Where  the  earnings  of  a  corporation  have  been  spent  in  improving  a 
secret  chemical  process  (admitted  to  be  an  intangible  asset),  the  increased 
value  of  the  process  due  to  the  improvement  effected  by  such  expenditure 
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is  to  be  included  in  estimating  "earned  surplus  used  in  the  business,"  as  an 
element  of  "invested  capital,"  as  defined  by  section  207. 

2.  SAME. 

This  is  also  true  in  a  case  where  the  improvement  was  originally  paid 
for  with  borrowed  money,  and  where  subsequent  earnings  were  sufficiently 
large  to  repay  the  borrowed  money  and  to  create  before  the  beginning  of 
the  taxable  year  an  "earned  surplus." 

3.  NOMINAL  CAPITAL— SECTION  209. 

Under  the  facts  of  this  case,  a  corporation  having  an  earned  surplus 
used  in  the  business,  amounting  to  $2,000,  is  not  "a  corporation  having  no 
invested  capital  or  not  more  than  a  nominal  capital,"  within  the  meaning 
of  section  209. 

The  appended  decision  of  the  United  States  district  court  for  the 
southern  district  of  New  York,  dated  April  19,  1921,  in  the  case  of 
Lincoln  Chemical  Co.  v.  Edwards,  collector,  is  published  for  the  infor- 
mation of  revenue  officers  and  others  concerned. 

UNITED  STATES  DISTRICT  COURT,  SOUTHERN  DISTRICT  OF  NEW  YORK. 
Lincoln  Chemical  Co.,  plaintiff,  v.  William  H.  Edwards,  as  collector,  etc. 

[Apr.  19,  1921.] 

Action  by  a  taxpayer  against  the  collector  for  refund  of  a  part  of  the 
excess-profits  tax  for  1917.  The  plaintiff,  a  domestic  corporation,  filed 
its  return  for  1917  and  calculated  its  capital  upon  the  basis  of  section  209 
of  the  law  of  October  3,  1917;  that  is  to  say,  it  assumed  that  it  had  "no 
invested  capital  or  not  more  than  a  nominal  capital."  The  treasury  officials 
reassessed  the  tax  at  a  larger  figure  upon  a  basis  not  now  necessary  to  set 
forth,  because  it  is  conceded  that  the  propriety  of  their  action  depends 
upon  the  correctness  of  the  plaintiff's  reading  of  section  209.  If  that  is 
right,  the  plaintiff  wins;  if  it  is  wrong,  the  defendant. 

The  case  was  tried  before  a  jury  of  one  and  at  the  conclusion  of  the 
evidence  both  sides  moved  for  the  direction  of  a  verdict.  The  evidence, 
which  was  undisputed,  showed  the  following  state  of  facts:  The  plaintiff 
was  organized  in  April,  1909,  under  the  laws  of  New  York  with  a  capital 
stock  of  $10,000.  There  were  but  two  persons  financially  interested  in  it, 
Loeb  and  Riddle.  Riddle  was  an  inventor,  and  before  the  incorporation 
came  to  Loeb  with  a  process  for  extracting  cocoa  butter  out  of  cocoa  shells, 
a  by-product.  This  process  proved  worthless,  and  Riddle  thereupon  sug- 
gested to  Loeb  the  possibility  of  converting  the  process  into  one  from 
which  he  could  extract  from  cocoa  shells  a  chemical  substance,  known  as 
theobromine,  allied  to  caffeine.  Loeb,  having  some  money,  continued  to 
advance  it  in  defraying  Riddle's  further  experiments,  until  he  became 
fearful  of  too  wide  involvement,  and  determined  to  incorporate  the  venture. 
Riddle  agreed  to  work  for  the  corporation  for  five  years  at  a  salary  of 
$1,800  and  to  convey  his  process,  still  unperfected,  both  for  $2,400  par 
value  of  the  plaintiffs  stock.  Loeb  agreed  to  convey  the  machinery  and 
supplies  par  for  par  in  stock,  $7,400,  and  $200  was  paid  in  cash. 

During  the  year  1910  the  company  borrowed  nearly  $20,000,  which  it 
spent  in  Riddle's  further  experiments  upon  the  process  which  was  then 
complete.  During  that  year  it  got  one,  Schaefer,  a  manufacturing  chemist, 
to  make  a  contract  for  the  exploitation  of  the  process  on  a  royalty  basis, 
but  the  sales  of  theobromine  were  so  few  that  the  royalty  was  never  earned. 
In  1912  they  got  Schaefer  to  give  them  better  terms;  he  agreed  to  pay  $2,000 
a  year  for  the  process  over  a  period  of  15  years  and  to  furnish  theobromine 
to  the  plaintiff  at  $2.50  a  pound  or  less.  This  gave  the  plaintiff  control 
of  a  supply  without  manufacturing.  At  the  time  of  the  first  contract  in 
1910  the  plaintiff  sold  all  its  machinery  and  plant  to  Schaefer  for  $1,155 
and  its  supplies  for  $407,  and  this  money  was  either  used  in  development 
or  upon  the  indebtedness.  In  any  event,  it  had  all  disappeared  before  1914. 
The  plaintiff  never  manufactured  any  theobromine  after  1910. 

The  plaintiff's  profits  on  the  sale  of  theobromine  made  by  Schaefer  under 
the  process  were  not  large  throughout  the  year  1911,  but  they  began  to 
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increase  in  1912  and  1913,  and  the  company  thus  made  a  small  income 
besides  the  royalty  paid  by  Schaefer.  The  advent  of  the  great  war  in  1914 
greatly  increased  the  demand,  and  the  business  became  very  profitable, 
so  that  by  January  1,  1917,  all  its  debts  were  paid  and  it  had  a  surplus  of 
$13,000  after  writing  off  a  depreciation  of  $7,700  upon  the  process. 

The  business  was  done  as  follows:  There  were  but  three  purchasers 
of  theobromine,  all  large  manufacturing  chemists,  who  bought  at  10  days 
cash.  The  plaintiff  necessarily  bought  all  its  theobromine  (made  under 
the  process)  from  Schaefer  at  15  days  cash,  and  was  therefore  in  a 
position  to  pay  Schaefer  out  of  the  moneys  which  its  customers  paid  for  it. 
As  these  were  of  high  financial  responsibility  it  had  no  need  to  hold  a 
reserve  in  its  treasury  in  order  to  finance  its  purchases,  though  at  times, 
when  in  ample  funds,  it  did  use  its  surplus  to  pay  Schaefer  before  the 
customers  paid  for  their  consignments. 

During  the  year  1917  the  assets  of  the  plaintiff,  therefore,  consisted  only 
of  its  cash  on  hand,  the  contract  with  Schaefer,  and  the  secret  process 
finally  perfected  by  Riddle.  Its  stock  was  $10,000,  and  its  surplus,  as 
stated,  $13,000,  of  which  over  $7,000  was  in  cash.  It  necessarily  followed 
that  its  other  assets  were  valued  at  $16,000. 

The  case  depends  upon  the  meaning  of  the  phrase  "invested  capital" 
and  "nominal  capital"  as  used  in  section  209  and  as  defined  in  section  207. 
The  plaintiff  asserts  that  there  was  only  $200  of  cash  paid  in,  no  tangibles 
remaining  after  1913,  no  surplus  "used  and  employed"  in  the  business, 
and  that  the  secret  process  was  an  "intangible"  which  must  be  taken  at 
its  "actual  cash  value"  in  April,  1909,  which  is  shown  to  be  nothing.  The 
defendant  argues  that  the  sums  spent  upon  the  process,  which  did,  in  fact, 
increase  its  value  by  $19,000,  should  be  taken  as  a  surplus  "used  and  em- 
ployed" in  the  business. 

HAND,  district  judge:  I  shall  decide  this  case  upon  the  assumption 
that  "nominal  capital"  in  section  209  means  "nominal  invested  capital," 
without  of  course  passing  upon  that  question.  I  shall  further  assume — 
and  indeed  on  this  point  both  sides  agree — that  the  secret  process  of  Riddle 
was  "intangible  property"  within  the  meaning  of  section  207  (a)  (3)  (b). 
I  shall  finally  assume  that  the  process  had  only  a  nominal  value  in  April, 
1909,  when  it  was  sold  to  the  plaintiff  for  $2,400  of  stock.  With  these 
assumptions  the  question  arises  whether  the  money  used  to  develop  the 
process  can  be  regarded  as  "paid  in  or  earned  surplus  and  undivided  profits 
used  or  employed  in  the  business"  under  section  209  (a)  (3).  On  the 
trial  I  thought  that  the  plaintiff  was  right  on  this  point,  and  for  clarity  I 
shall  therefore  state  its  arguments  as  strongly  as  I  can.  The  statute, 
it  says,  prescribes  that  "intangible  property"  of  this  kind  "shall  be  included 
in  invested  capital  at  a  value  not  to  exceed  the  actual  cash  value  at  the 
time  of  such  purchase."  Disregarding  "paid  in  surplus,"  of  which  there 
is  none  here,  the  "earned  surplus"  is  the  only  item  into  which  the  supposed 
added  value  of  the  process  can  be  placed.  Now  surplus,  or  at  least  "earned 
surplus"  is  merely  an  accountant's  way  of  saying  that  the  value  of  the 
assets  are  greater  than  the  liabilities.  When  the  statute  speaks  of  "invested 
capital,"  it  must  be  understood  to  refer  to  existing  property,  i.  e.,  "means 
of  production,"  and  to  use  accountant's  language,  not  because  accounts  can 
ever  of  themselves  be  the  basis  of  taxation,  but  because  they  are  the  most 
convenient  record  of  actual  values,  embodied  in  property  which  is  alone 
the  proper  basis  of  taxation.  "Earned  surplus"  must  therefore  represent 
the  value  of  existing  property. 

This  being  true,  continues  the  plaintiff,  the  only  asset  of  value  in  1917 
was  the  perfected  process  and  we  may  assume  that  it  had  enough  value 
to  give  more  than  a  "nominal"  "earned  surplus"  above  the  capital  stock, 
which  was  the  only  liability.  Therefore,  if  the  asset  could  be  taken  at  its 
true  value  in  1917,  section  209  of  the  statute  would  not  apply.  The  difficulty 
with  the  collector's  position  however  is  that  section  207  directed  us  to 
include  the  process  at  no  more  than  its  "actual  cash  value"  in  1909,  and 
at  that  time  it  had  none.  The  money  spent  in  improving  and  perfecting 
the  process  had,  in  1917,  no  existence  at  all,  save  in  the  process  itself. 
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It  was  spent  in  machinery  or  supplies  or  Riddle's  living  expenses,  or  salaries. 
So  far  as  our  treasury  was  concerned  there  was  nothing  now  left  except 
the  process.  That  was  therefore  the  only  asset  which  could  figure  on  the 
credit  side  of  our  account  to  establish  any  "earned  surplus,"  and  the  statute 
forbade  its  inclusion  at  anything  but  a  nominal  value.  Therefore,  we  had 
no  "earned  surplus,"  and  only  a  "nominal  invested  capital." 

This  argument  appears  to  me  unanswerable  if  the  incompleted  process 
be  regarded  as  the  same  asset  for  all  purposes  when  finally  developed  as 
when  first  acquired.  The  statute  must  of  course  mean  something,  and 
the  least  that  it  can  mean  must  be,  I  think,  that  any  automatic  increase 
in  value  of  a  process  or  "other  intangible  property"  must  be  disregarded. 
"The  unearned  increment,"  as  economists  would  call  it,  will  be  ignored. 
Therefore,  I  should  altogether  disregard  any  increase  in  the  value  of  this 
process  dependent  upon  general  conditions  of  industry,  as  for  example  the 
rise  in  the  price  of  theobromine  due  to  the  great  war.  Furthermore,  for 
the  purposes  of  this  case  anyway,  I  may  assume  that  an  increase  in  the 
value  of  the  process,  resulting  from  spending  money  in  advertising  or  the 
like,  which  leaves  it  unchanged  in  itself,  will  fall  into  the  same  category. 
That  question  can  await  decision  till  it  arises;  I  say  nothing  about  it  here. 
The  case  at  bar  is,  however,  one  where  money  has  been  spent  in  changing 
the  property  itself,  so  that  in  place  of  a  formula  which  prescribed  one 
sequence  of  steps,  there  emerged  another  which  prescribed  a  different 
sequence.  Fair  analogies  appear  to  me,  for  example,  cattle  fed  for  market, 
or  houses  rebuilt  or  enlarged.  It  is  true  that  for  convenience  we  speak 
of  such  property  as  always  remaining  the  same,  though  in  fact  it  is  not 
only  different  in  value,  but  that  difference  results  from  a  change  in  the 
objective  character  of  the  property  itself,  but  that  convenience  should  not 
disguise  the  substantial  fact  that  it  is,  economically  speaking,  new  property 
which  appears. 

When  such  changes  have  resulted  from  the  expenditure  of  new  capital, 
I  see  no  reason  why  the  statute  should  be  construed  as  peremptorily  direct- 
ing that  they  should  be  disregarded.  It  is  quite  true  still,  as  the  plaintiff 
argues,  that  the  "earned  surplus"  must  be  found  in  some  assets  and  that 
the  only  asset  in  the  case  at  bar  still  remains  the  process,  but  it  is  a 
different  process.  The  limitation  of  section  207  may  be  confined,  without 
undue  violence  to  the  sense  of  the  words,  to  such  increases  in  value  as 
arise  without  the  addition  of  new  capital,  and  it  may  be,  to  such  others 
also  as  involve  no  objective  change  in  the  thing  itself. 

Indeed,  it  can  scarcely  be  supposed  that  congress  could  have  had  any 
other  purpose  than  to  prevent  the  taxpayer  from  crediting  his  capital 
account  with  increases  which  he  had  done  nothing  to  produce.  If  they 
meant  to  include  also  new  outlays  upon  existing  capital,  no  matter  how 
providently  made,  the  statute  provides  a  direct  incentive  to  extravagance. 
Often,  perhaps  generally,  it  is  a  sound  industrial  policy  to  improve  existing 
capital,  rather  than  to  scrap  it,  and  invest  anew.  Yet  if  the  plaintiff  be 
right,  no  such  investment  can  ever  do  more  than  meet  depreciation,  and 
this  would  apply  as  well  to  "tangibles"  as  to  "intangibles."  The  only  new 
values  which  could  be  recognized  would  be  in  property  bought  outright 
after  incorporation,  and  those  investments  which  may  have  been  the  means 
of  changing  the  industrial  character  and  value  of  existing  property,  would 
be  totally  lost  for  purposes  of  taxation.  When  taxes  can  be  as  high  as 
the  excess-profits  tax  may  be,  such  inducements  may  become  a  patent 
influence  upon  industrial  conduct,  and  it  can  not  be  supposed  that  the  result 
of  the  plaintiff's  construction  was  within  the  purposes  of  congress. 

Again,  it  should  be  a  weighty  consideration  with  me  that  the  tax  bureau 
has  made  these  allowances  in  the  past  in  the  case  of  thousands  of  tax- 
payers and  has  drafted  its  regulations  upon  the  assumption  that  the  statute 
permits  them.  I  therefore  hold  that  when  money  has  been  earned  and  spent 
in  improving  a  process  such  as  this,  its  increased  value  due  only  to  that 
expenditure  may  figure  as  an  asset  in  estimating  under  section  207  "earned 
surplus,"  if  any,  as  an  element  of  "invested  capital." 
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It  docs  not  follow  of  course  in  the  case  at  bar  that  the  value  of  the 
process  so  improved  was  enough  to  cause  any  "earned  surplus"  to  emerge. 
That  depends  upon  whether  the  assets,  so  estimated,  were  greater  than 
the  stock,  $10,000,  by  more  than  a  "nominal"  amount.  Now  the  value  of 
the  "tangibles"  must  under  section  207  be  taken  as  of  January  1,  1914,  at 
which  time  they  had  disappeared.  Therefore,  the  process  must  have 
increased  from  its  nominal  value  in  1909  to  more  than  $10,000  before  any 
"earned  surplus"  could  begin  to  appear  at  all.  The  value  at  which  the 
plaintiff  carried  trie  process  does  not  definitely  appear  on  its  books.  On 
January  1,  1917,  it  had  a  surplus  of  $13,088.59  and  therefore  assets  of 
$23,088.59.  Of  this,  $7,367.64  was  in  cash,  leaving  $15,720.95  for  other 
assets  which  must  be  the  process  and  the  contract.  The  contract  got  its 
value  only  from  the  process  and  may  be  disregarded.  The  value  of  the 
process  as  of  that  year  would  therefore  appear  to  be  this  sum. 

This  figure,  it  is  true,  does  not  correspond  with  other  evidence  and 
apparently  is  incorrect.  In  its  income-tax  return  for  1916  it  valued  the 
process  as  of  March  1,  1913,  at  $19,716.84,  and  claimed  a  deduction  for 
depreciation  to  date  of  $7,761.42,  leaving  a  value  of  about  $12,000  as  of 
January  1,  1917.  The  discrepancy  of  some  $3,700  I  have  been  unable  to 
account  for  except  upon  the  hypothesis  that  there  were  other  assets  not 
shown.  Perhaps  the  cash  was  greater,  because  the  cashbook  showed  a 
balance  on  January  2,  1917,  of  $11,000,  which  just  about  makes  up  the 
difference.  Assuming  that  this  is  the  proper  explanation,  still  on  the 
plaintiff's  own  admission  it  had  an  "earned  surplus"  of  $2,000,  which  in 
view  of  the  size  of  the  business  I  should  not  consider  "nominal." 

But  the  defendant  was  not  bound  by  the  plaintiff's  admission.  It  was 
for  the  plaintiff  to  prove  that  it  had  only  a  nominal  capital.  The  process 
was  clearly  of  very  substantial  value.  The  contract  had  10  years  more  to 
run  and  there  was  a  minimum  royalty  of  $2,000.  Besides  this  the  plaintiff 
could  call  for  at  least  3,000  pounds  of  theobromine  yearly  at  not  more 
than  $2.50  a  pound,  a  right  which  had  been  of  substantial  value  in  the 
years  before  the  war  began  to  affect  the  price.  In  1914  this  right  was  worth 
$525  and  the  royalty  apparently  $2,854.  Moreover,  when  the  contract  ter- 
minated the  process  would  not  necessarily  become  worthless.  Indeed,  it 
may  have  a  very  substantial  value  for  an  indefinite  time.  The  plaintiff  has 
certainly  failed  to  prove  that  its  value  in  1917  over  $10,000  was  "not  more 
than  nominal." 

I  therefore  conclude  that  the  case  is  not  proved  and  will  direct  a  verdict 
for  the  defendant. 

(T.  D.  3188— June  30,  1921) 

Income  returns — Copies  of. 

Regulations  governing  the  furnishing  of  copies  of  income  returns  for  use 

of  attorneys  connected  with  the  department  of  justice — Amending  T.  D. 

2962  and  article  1091  (a),  paragraph  1,  regulations  No.  45  (1920  edition). 

Section  1,  paragraph  1,  of  the  rules  and  regulations  governing  the 
furnishing  of  copies  of  income  returns  contained  in  T.  D.  2962,  and  article 
1091  (a),  paragraph  1,  regulations  No.  45  (1920  edition),  is  amended  to 
read  as  follows  :^ 

The  original  income  return  of  an  individual,  partnership,  corporation, 
association,  joint-stock  company,  insurance  company  or  fiduciary,  or  a 
copy  thereof,  may  be  furnished  by  the  commissioner  of  internal  revenue 
to  a  United  States  attorney  for  use  as  evidence  before  a  United  States 
grand  jury  or  in  litigation  in  any  court,  where  the  United  States  is  inter- 
ested in  the  result,  or  for  use  in  the  preparation  for  such  litigation,  or  to 
an  attorney  connected  with  the  department  of  justice  designated  to  handle 
such  matters,  upon  written  request  of  the  attorney  general,  the  assistant 
to  the  attorney  general,  or  an  assistant  attorney  general.  When  an  income 
return  or  copy  thereof  is  thus  furnished,  it  must  be  limited  in  use  to  the 
purpose  for  which  it  is  furnished  and  is  under  no  conditions  to  be  made 
public  except  where  publicity  necessarily  results  from  such  use.  In  case 
the  original  return  is  necessary,  it  shall  be  placed  in  evidence  by  the  com- 
missioner of  internal  revenue  or  by  some  other  officer  or  employee  of  the 
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internal  revenue  bureau  designed  by  the  commissioner  for  that  purpose,  and 
after  it  has  been  placed  in  evidence  it  shall  be  returned  to  the  files  in 
the  office  of  the  commissioner  in  Washington.  An  original  return  will  be 
furnished  only  in  exceptional  cases,  and  then  only  when  it  is  made  to  appear 
that  the  ends  of  justice  may  otherwise  be  defeated.  Neither  the  original 
nor  a  copy  of  an  income  return,  desired  for  use  in  litigation  in  court  where 
the  United  States  government  is  not  interested  in  the  result  and  where 
such  use  might  result  in  making  public  the  information  contained  therein, 
will  be  furnished,  except  as  otherwise  provided  in  the  next  succeeding 
paragraph. 

(T.  D.  3193— July  1,  1921) 
Income  tax— Act  of  October  3,  1913— Decision  of  court. 

1.  STATUTORY  CONSTRUCTION — WORDS  "NO  MATTER  HOW  CREATED  OR  ORGAN- 

IZED"— RELATION  BACK  TO   WORDS  "EVERY  CORPORATION,  JOINT-STOCK 

COMPANY  OR  ASSOCIATION/' 

The  words  "no  matter  how  created  or  organized"  in  section  II,  para- 
graph G  (a),  of  the  act  apply  not  only  to  insurance  companies,  but  relate 
back  to  the  words  "every  corporation,  joint-stock  company  or  association," 
so  that  what  is  meant  is  that  all  such  concerns  (not  including  partnerships) 
are  included  and  are  taxable. 

2.  TRUSTS — ORGANIZATION  INDIRECTLY  CONTROLLED  BY  SHAREHOLDERS — ASSO- 

CIATION. 

An  organization,  in  form  a  trust,  created  by  an  agreement  of  the  stock- 
holders of  several  street  railway  corporations  desiring  to  effect  a  unitary 
control  of  the  properties  of  such  corporations,  is  an  association  within  sec- 
tion II,  paragraph  G  (a),  of  the  act,  where  the  agreement  uses  language 
that  reads  much  like  the  state  corporation  law,  and  superimposes  that  or- 
ganization upon  the  several  corporations  by  placing  the  legal  title  to  the 
capital  stock  of  those  corporations  in  the  trustees  named,  who  are  to  do 
certain  specified  things  only,  and  by  providing  for  a  committee  which  con- 
trols even  the  power  of  the  trustees  to  vote  the  capital  stock  of  the  cor- 
porations, and  which  is  elected  and  controlled  by  what  are  called  partici- 
pating shareholders,  who  hold  certificates  of  common  and  preferred  partici- 
pating shares  issued  by  the  trustees  in  lieu  of  the  capital  stocks  of  the 
corporations. 

3.  ASSOCIATION — ORGANIZATION  NOT  UNDER  STATUTE — EFFECT  ON  TAXABILITY. 
An   association    may   be    organized    independently   of   any    statute,    and 

when  so  organized  is  nevertheless  subject  to  income  tax  as  such. 

4.  SAME— EXEMPTION  FROM  TAX  AS   PARTNERSHIP. 

The  association  is  not  an  ordinary  partnership,  hence  is  not  exempt 
as  a  partnership  from  the  income  tax  on  corporations,  joint-stock  com- 
panies, and  associations  imposed  by  section  II,  paragraph  G  (a),  of  the  act. 

The  appended  decision  of  the  district  court  of  the  United  States,  northern 
district  of  Illinois,  eastern  division,  rendered  March  14,  1921,  in  the  case  of 
Chicago  Title  &  Trust  Co.,  as  trustee,  v.  Smietanka,  collector,  is  published 
for  the  information  of  internal  revenue  officers  and  others  concerned. 
DISTRICT  COURT  OF  THE  UNITED  STATES,   NORTHERN  DISTRICT  OF  ILLINOIS, 

EASTERN    DIVISION. 

Chicago  Title  &  Trust  Co.,  as  trustee  of  the  Chicago  City  &  Connecting 
Railways  Collateral  Trust,  v.  Smietanka,  collector. 

[Mar.  14,  1921.] 

PAGE,  district  judge:  Persons  owning  capital  stock  of  five  street  rail- 
ways in  Chicago,  desiring  to  effect  a  unitary  control  of  the  properties, 
executed  the  agreement  put  of  which  grows  the  question  here,  viz.,  Did 
that  agreement  create  a  joint-stock  company  or  association,  taxable  under 
section  II,  G  (a)  of  the  federal  revenue  act  of  1913?  Such  a  tax  was 
paid  by  the  plaintiff  under  protest,  and  it  brings  this  (and  four  similar 
suits)  against  the  defendant,  a  former  internal-revenue  collector,  to  recover 
the  money  paid  on  the  ground  that  it  was  an  illegal  tax. 

The  question  arises  upon  a  demurrer  to  the  declaration. 
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It  is  strongly  urged  upon  the  court  that  this  case  presents  a  trust  similar 
to  what  is  known  as  the  Massachusetts  trust,  and  that  it  comes  within  the 
purview  of  and  is  governed  by  Crocker  v.  Malley  (249  U.  S.,  223).  How- 
ever, I  find  that  it  has  features  which  show  it  to  be  quite  different  from  the 
Crocker  case.  The  supreme  court  in  that  case  said : 

The  trust  that  has  been  described  would  not  fall  within  any  familiar 
conception  of  a  joint-stock  association. 
And 

If  we  assume  that  the  words  "no  matter  how  created  or  organized" 
apply  to  "association"  and  not  only  to  "insurance  company,"  still  it  would 
be  a  wide  departure  from  normal  usage  to  call  the  beneficiaries  here  a 
joint-stock  association  when  they  are  admitted  not  to  be  partners  in  any 
sense,  and  when  they  had  no  joint  action  or  interest  and  no  control  over 
the  fund.  On  the  other  hand,  the  trustees  by  themselves  can  not  be  a 
joint  association  within  the  meaning  of  the  act  unless  all  trustees  with 
discretionary  powers  are  such.  *  *  *  We  perceive  no  ground  for  grouping 
the  two-y-beneficiaries  and  trustees — together  in  order  to  turn  them  into 
an  association  by  uniting  their  contrasted  functions  and  powers,  although 
they  are  in  no  proper  sense  associated. 

In  Eliot  v.  Freeman  (220  U.  S.,  186)  the  court  said: 

The  language  of  the  act  of  1909,  "now  or  hereafter  organized  under 
the  laws  of  the  United  States,"  imports  an  organization  deriving  power 
from  statutory  enactment. 

Section  38  of  the  act  of  1909  reads : 

That  every  corporation,  joint-stock  company,  or  association  organized 
for  profit  and  having  a  capital  stock  represented  by  shares,  and  every 
insurance  company,  now  or  hereafter  organized  under  the  laws  of  the 
United  States,  or  of  any  state  or  territory  of  the  United  States,  or  under 
the  acts  of  congress  applicable  to  Alaska,  etc.,  shall  be  subject  to  pay 
annually,  *  *  *. 

The  act  of  1913  reads: 

That  the  normal  tax  *  *  *shall  be  levied,  assessed,  and  paid  annually 
upon  the  entire  net  income  arising  or  accruing  *  *  *during  the  preceding 
calendar  year  to  every  corporation,  joint-stock  company,  or  association, 
and  every  insurance  company  organized  in  the  United  States,  no  matter 
how  created  or  organized,  not  including  partnerships. 

It  is  contended  that  the  words  "no  matter  how  organized"  in  the  act 
of  1913  relate  to  insurance  companies  only,  but  the  court  is  of  the  opinion 
that  those  words  relate  back  to  the  words  "every  corporation,  joint-stock 
company,  or  association,"  so  that  what  is  meant  is  that  all  such  concerns 
(not  including  partnerships)  are  included  and  are  taxable.  (Eliot  v. 
Freeman,  supra.) 

There  are  material  differences  between  the  so-called  trust  in  this  case 
and  the  trust  in  Crocker  v.  Malley.  The  trustees  here,  except  for  certain 
fixed  things,  are  not  principals  at  all,  but  are  mere  agents  of  the  committee 
hereinafter  referred  to.  The  parties  who  conceived  and  drew  up  the  agree- 
ment in  question  simply  built  up  an  organization  by  the  use  of  language 
that  reads  in  many  respects  much  like  the  old  corporation  law  of  Illinois. 
They  superimposed  that  organization  upon  the  four  or  five  corporations 
owning  the  street  railway  system  of  the  city  of  Chicago  by  placing  the 
legal  title  to  the  capital  stock  of  those  corporations  in  the  trustees  named, 
who  are  to  do  certain  specified  things  only,  and  by  providing  for  a  com- 
mittee, which  controls  even  the  power  of  the  trustees  to  vote  the  capital 
stock  of  the  street  railway  companies.  This  committee  is  elected  by  what 
is  called  participating  shareholders,  who  hold  certificates  of  common  and 
preferred  participating  shares  issued  by  the  trustees  in  lieu  of  the  capital 
stocks  of  the  corporations.  The  whole  agreement  is  shot  through  with 
provisions  for  control  by  the  committee,  particularly  upon  page  25 — 

And  from  time  to  time  the  trustees  may  give  proxies  to  any  person  or 
persons  to  vote  such  stock;  but  in  voting  upon  any  of  such  stock  the 
trustees  shall  follow  the  directions  or  instructions,  if  any,  that  may  be 
given  to  the  trustees  by  the  committee. 
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And  again,  on  page  30,  where  it  undertakes  to  enumerate  the  powers 
of  the  trustees,  they  use  this  language — 

Subject  to  any  rights  of  the  trustees  of  the  said  collateral  trust  inden- 
ture dated  January  3,  1910,  as  specified  therein,  and  subject  to  the  terms 
of  the  written  approval  or  consent  of  the  committee  in  any  case  where  under 
the  terms  of  this  trust  agreement  such  approval  or  consent  is  authorized  or 
required,  the  trustees  shall  have  such  power,  etc. 

Again — 

To  invest  at  any  time  *  *  *any  sum  or  sums  *  *  *which  the  committee 
may  approve. 

And  again,  in  (i),  to — 

Vote  upon  any  of  the  shares,  constituting  any  part  of  the  deposited 
securities,  in  favor  of  any  lawful  consolidation,  merger,  or  reorganization 
of  the  properties,  franchises,  or  shares  of  any  of  the  companies  *  *  * 
upon  such  terms  and  conditions  as  shall  be  approved  by  both  the  committee 
and  the  trustees. 

In  Crocker  v.  Malley,  the  supreme  court  does  not  undertake  to  say 
whether  there  could  be  such  a  thing  as  an  association  not  organized  under 
some  law;  but  I  am  of  the  opinion  that  there  can  be  such  an  association 
and  that  the  organization  here  shown  is  within  the  statute. 

It  is  claimed  by  counsel  that  if  any  organization  ever  becomes  an 
association  it  thereby  necessarily  becomes  a  partnership,  but  there  are, 
in  my  opinion,  certain  limitations  and  conditions  that  prevent  the  agreement 
here  from  creating  an  ordinary  partnership. 

The  demurrer  is  sustained. 

TREASURY  RULINGS 
A.  R.  M.  106. 

SECTION  326,  ARTICLE  839:   Surplus  and  undivided  profits:  allowance  for 

depletion  and  depreciation. 

There  is  no  authority  for  reducing  earned  surplus  because  of  alleged 
failure  to  charge  off  sufficient  depreciation  in  the  past  unless  the  depre- 
ciable assets  of  the  corporation  are  valued  on  its  books  at  the  beginning  of 
the  taxable  year  at  an  amount  in  excess  of  their  actual  value  at  that  time. 
SECTION  326,  ARTICLE  839 :   Surplus  and  undivided  profits :  allowance  for 
depletion  and  depreciation. 

A.    R.    M.    106   EXPLAINED. 

Specific  inquiry  has  been  made  as  to  the  meaning  of  the  words  "actual 
value"  as  used  in  committee  on  appeals  and  review  memorandum  106.  For 
the  purposes  of  taxation  depreciation  is  based  upon  cost.  Accordingly  the 
words  "actual  value"  mean  "sound  value,"  which  is  "original  cost"  (or 
value  as  of  March  1,  1913,  if  applicable),  including  additions  and  better- 
ments charged  to  capital  account,  less  depreciation  sustained. 

Article  161,  regulations  45  (1920  edition),  defines  the  proper  allowance 
for  depreciation  as  ''that  amount  which  should  be  set  aside  for  the  taxable 
year  in  accordance  with  a  consistent  plan  by  which  the  aggregate  of  such 
amounts  for  the  useful  life  of  the  property  in  the  business  will  suffice, 
with  the  salvage  value,  at  the  end  of  such  useful  life  to  provide  in  place  of 
the  property  its  cost,  or  its  value  as  of  March  1,  1913,  if  acquired  by  the 
taxpayer  before  that  date." 

It  follows  from  this  definition  that  any  action  on  the  part  of  a  par- 
ticular taxpayer  which  extends  the  useful  life  of  a  depreciable  asset  beyond 
the  normal  or  usual  term,  and  any  circumstance  which  serves  to  increase 
the  salvage  value  of  a  depreciable  asset,  operates  to  justify  a  reduction  in 
the  normal  rate  of  depreciation.  The  depreciation  of  an  asset  is  arrested 
where  it  is  maintained  at  a  high  standard  of  efficiency  either  by  the  exer- 
cise of  unusual  care  in  its  use  or  by  unusual  maintenance  expenditures. 

Invested  capital,  as  defined  in  the  excess-profits  tax  law,  is  a  statutory 
concept  and  is  composed  of  two  elements:  (a)  original  contribution,  and 
(b)  earnings  of  the  corporation  available  for  distribution  but  not  dis- 
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tributed  and  not  dissipated  by  subsequent  operating  losses.  The  exhaus- 
tion of  this  capital  through  use,  wear  and  tear  has,  for  the  purpose  of  com- 
puting invested  capital,  the  same  effect  as  an  operating  loss,  and  unless 
this  loss  is  properly  taken  care  of  out  of  earnings  in  one  way  or  another 
earned  surplus  must  be  adjusted  in  accordance  with  the  provisions  of  the 
regulations.  There  are  two  ways  of  taking  care  of  this  loss  out  of  income. 
One  is  by  charging  ordinary  repairs  directly  to  expense  and  setting  up  a 
depreciation  reserve  against  which  are  properly  chargeable  all  renewals 
and  replacements ;  the  other  is  where  renewals  and  replacements,  as  well 
as  repairs,  have  been  charged  directly  against  gross  income.  Either  way 
has  the  effect  of  reducing  the  amount  added  during  the  year  to  earned 
surplus.  Consequently,  the  mere  fact  that  no  depreciation,  or  a  minimum 
depreciation,  has  been  charged  as  such  is  not  sufficient  reason  for  reducing 
the  earned  surplus  where  renewals  and  replacements  sufficient  to  care  for 
the  decrease  in  value  of  capital  assets  have  been  charged  directly  to  expense, 
or  where  for  any  of  the  other  reasons  hereinbefore  suggested  less  than  the 
normal  rate  of  depreciation  is  properly  chargeable.  When  a  taxpayer  makes 
this  claim  there  are  two  methods  of  verifying  it.  One  is  by  determining 
the  plant  efficiency  and  the  other  is  by  determining  the  value  of  the  capital 
assets  remaining.  From  an  administrative  standpoint  the  latter  is  probably 
more  practical  even  though  it  may  be  said  that  the  former  is  more  accurate. 

Many  cases  have  been  brought  to  the  attention  of  the  committee  where 
corporations  have  been  in  existence  for  a  long  period  of  years,  some  of 
which  corporations  have  been  in  existence  several  times  the  ordinary  esti- 
mated life  of  the  depreciable  assets,  and  yet  those  assets  are  to-day  in 
first-class  condition  and  worth  the  figure  at  which  they  are  carried  on 
the  books,  although  no  depreciation  has  been  charged  as  such  and  no  addi- 
tions to  capital  account  have  been  made.  In  such  cases  it  is  obvious  that 
depreciation  has  been  adequately  cared  for  by  charges  to  expense,  although 
it  frequently  happens  that  it  is  impossible  at  this  late  date  to  segregate 
and  specify  such  charges  and  there  is  no  warrant  in  the  law  or  the  regu- 
lations for  requiring  the  depreciable  assets  in  such  cases  to  be  written 
down  below  the  figure  at  which  they  are  carried  on  the  books,  since  to  do 
so  is  to  reduce  earned  surplus  twice,  once  through  the  original  charge  to 
expense  (whether  proper  or  improper)  and  again  through  an  arbitrary 
depreciation  charge  required  by  the  bureau  to  be  set  up  against  earned 
surplus  for  the  purpose  of  computing  invested  capital. 

The  controlling  rule  in  this  matter  is  found  in  that  part  of  article  839 
of  regulations  45,  which  reads: 

Adjustments  in  respect  of  depreciation  or  depletion  in  prior  years 
will  be  made  or  permitted  only  upon  the  basis  of  affirmative  evidence 
that  as  at  the  beginning  of  the  taxable  year  the  amount  of  depreciation 
or  depletion  written  off  in  prior  years  was  insufficient  or  excessive,  as 
the  case  may  be. 

Mere  failure  in  prior  years  to  have  written  off  on  the  books  the  maxi- 
mum or  ordinary  rate  of  depreciation  is  not  in  itself  "affirmative  evidence." 
There  is  no  warrant  for  reducing  earned  surplus  because  of  alleged  failure 
to  charge  off  sufficient  depreciation  in  the  past,  unless  the  depreciable 
assets  of  the  corporation  are  valued  on  its  books  at  the  beginning  of  the 
taxable  year  at  an  amount  in  excess  of  their  sound  value  at  that  time. 

(T.  D.  3195— July  13,  1921.) 

Income  tax — Revenue  act  of  1918 — Decision  of  Supreme  Court. 
DEDUCTIONS — FEDERAL  ESTATE  TAX  PAID  BY  EXECUTOI. 

Federal  estate  tax  paid  by  executors  of  an  estate  is  an  allowable  de- 
duction, under  section  214,  in  ascertaining  the  net  taxable  income  of  the 
estate  for  the  year  in  which  said  estate  tax  "accrued,"  which  means  became 
due. 

The  appended  decision  of  the  supreme  court  of  the  United  States, 
dated  June  6,  1921,  in  the  case  of  United  States  v.  Alan  H.  Wood- 
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ward  et  al,  executors  of  Joseph  H.  Woodward,  deceased,  affirming  the 
judgment  of  the  court  of  claims,  is  published  for  the  information  of  in- 
ternal revenue  officers  and  others  concerned. 

SUPREME  COURT  OF  THE  UNITED  STATES,  No.  811.   OCTOBER  TERM,  1920. 

United  States,  appellant,  v.  Alan  H.  Woodward  et  al.,  executors,  etc. 

APPEAL  from  the  Court  of  Claims. 

[June  6,  1921.] 

Mr.  Justice  VAN  DEVANTER  delivered  the  opinion  of  the  court : 

This  is  an  appeal  from  a  judgment  in  favor  of  the  executors  of  Joseph 
H.  Woodward,  deceased,  for  money  claimed  to  have  been  erroneously  ex- 
acted from  them  as  a  tax  on  the  income  of  his  estate  while  in  their  hands. 

The  testator  died  December  15,  1917.  The  revenue  act  of  19161  "imposed 
upon  the  transfer  of  the  net  estate  of  every  decedent"  dying  thereafter  a 
tax  which  it  called  an  "estate  tax."  The  act  fixed  the  amount  of  the  tax  at 
a  named  percentage  "of  the  value  of  the  net  estate,"  made  the  tax  a  lien 
upon  the  "entire  gross  estate,"  required  that  it  be  paid  "out  of  the  estate" 
before  distribution,  declared  that  it  should  "be  due  one  year  after  the  de- 
cedent's death,"  charged  the  executor  or  administrator  with  the  duty  of 
paying  it,  and  declared  that  the  receipt  therefor  should  entitle  him  to  a 
credit  for  the  amount  in  the  usual  settlement  of  his  accounts.  Under  that 
act  these  executors  were  required  to  pay  an  estate  tax  of  $489,834.07.  The 
tax  became  due  December  15,  1918,  and  they  paid  it  February  8,  1919. 
Shortly  thereafter  the  executors  made  a  return,  under  the  revenue  act  of 
1918,*  of  the  income  of  the  testator's  estate  for  the  taxable  year  1918  and 
claimed  in  the  return  that  in  ascertaining  the  net  income  for  that  year  the 
estate  tax  of  $489,834.07  should  be  deducted.  The  commissioner  of  internal 
revenue  refused  to  allow  the  deduction  and  assessed  an  income  tax  of 
$165,075.78  against  the  estate.  Had  the  deduction  been  allowed  there  would 
have  been  no  taxable  net  income  for  that  year  and  no  part  of  the  $165,075.78 
would  have  been  collectible.  Payment  of  that  sum,  as  so  assessed,  was 
pressed  on  the  executors  and  they  paid  it  under  duress.  Then  after  taking 
the  necessary  steps  to  entitle  them  to  do  so,  they  brought  this  suit  in  the 
court  of  claims  to  recover  the  money  thus  exacted  from  them. 

The  sole  question  for  decision  is,  was  the  estate  tax  paid  by  the  execu- 
tors, and  claimed  by  them  as  a  deduction  in  the  income-tax  return  for  the 
year  1918,  an  allowable  deduction  in  ascertaining  the  net  taxable  income 
of  the  estate  for  that  year?  The  court  of  claims  held  that  it  was. 
(— Ct.  Cls.,— .) 

The  solution  of  the  question  turns  entirely  upon  the  statutory  provisions 
under  which  the  two  taxes  were  severally  collected.  The  act  of  1918,  by 
sections  210,  211,  and  219,  subjects  the  net  income  "received  by  estates  of 
deceased  persons  during  the  period  of  administration  or  settlement"  to  an 
income  tax  measured  by  fixed  percentages  thereof;  by  sections  212  and  219 
requires  that  the  net  income  be  ascertained  by  taking  the  gross  income,  as 
defined  in  section  213,  and  making  the  deductions  named  in  section  214, 
and  by  section  214  makes  express  provision  for  the  deduction  of  "taxes 
paid  or  accrued  within  the  taxable  year  imposed  (a)  by  the  authority  of 
the  United  States,  except  income,  war-profits  and  excess-profits  taxes." 
This  last  provision  is  the  important  one  here.  It  is  not  ambiguous,  but 
explicit,  and  leaves  little  room  for  construction.  The  words  of  its  major 
clause  are  comprehensive  and  include  every  tax  which  is  charged  against 
the  estate  by  the  authority  of  the  United  States.  The  excepting  clause  spe- 
cifically enumerates  what  is  to  be  expected.  The  implication  from  the 
latter  is  that  the  taxes  which  it  enumerates  would  be  within  the  major 
clause  were  they  not  expressly  excepted,  and  also  that  there  was  no  purpose 
to  except  any  others.  Estate  taxes  were  as  well  known  at  the  time  the 
provision  was  framed  as  the  ones  particularly  excepted.  Indeed,  the  same 

»  Ch.  468,  Title  II,  39  Stat.,  777;  ch.  159,  Title  III,  89  Stat.,  1002;  ch.  63,  Title  IX, 
40  Stat.,  324. 

1  Ch.  18,  Title  II,  sees.  210-214,  219,  1405,  40  Stat.,  1062-1067,  1071,  1151. 
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act,  by  sections  400-410,  expressly  provides  for  their  continued  imposition 
and  enforcement.  Thus  their  omission  from  the  excepting  clause  means 
that  Congress  did  not  intend  to  except  them. 

The  act  of  1916  calls  the  estate  tax  a  "tax"  and  particularly  denomi- 
nates it  an  "estate  tax."  This  court  recently  has  recognized  that  it  is  a 
duty  or  excise  and  is  imposed  in  the  exertion  of  the  taxing  power  of  the 
United  States.— New  York  Trust  Co.  v.  Eisner  (—  U.  S.f  — ).  It  is  made 
a  charge  on  the  estate  and  is  to  be  paid  out  of  it  by  the  administrator  or 
executor  substantially  as  other  taxes  and  charges  are  paid.  It  becomes 
due  not  at  the  time  of  the  decedent's  death,  as  suggested  by  counsel  for  the 
government,  but  one  year  thereafter,  as  the  statute  plainly  provides.  It 
does  not  segregate  any  part  of  the  estate  from  the  rest  and  keep  it  from 
passing  to  the  administrator  or  executor  for  purposes  of  administration, 
as  counsel  contend,  but  is  made  a  general  charge  on  the  gross  estate  and 
is  to  be  paid  in  money  out  of  any  available  funds  or,  if  there  be  none,  by 
converting  other  property  into  money  for  the  purpose. 

Here  the  estate  tax  not  only  "accrued,"  which  means  became  due, 
during  the  taxable  year  of  1918,  but  it  was  paid  before  the  income  for  that 
year  was  returned  or  required  to  be  returned.  When  the  return  was  made 
the  executors  claimed  a  deduction  by  reason  of  that  tax.  We  hold  that 
under  the  terms  of  the  act  of  1918  the  deduction  should  have  been  allowed. 

Judgment  affirmed. 

(T.  D.  3200— July  19,  1921.) 
Excess-profits  tax — Revenue  act  of  1917 — Decision  of  court. 

1.  RATE  OF  TAX — "AMOUNT  OF  THE  NET  INCOME  IN  EXCESS  OF  THE  DE- 

DUCTION/' 

"The  amount  of  the  net  income  in  excess  of  the  deduction,"  as  used 
in  section  201,  means  that,  where  the  deduction  does  not  exceed  15  per 
cent,  of  the  invested  capital,  the  first  of  the  graduated  percentages  of 
tax  is  to  be  20  per  cent,  of  the  difference  between  the  deduction  and  15 
per  cent,  of  the  invested  capital. 

2.  CONSTITUTIONALITY  OF  ACT. 

The   construction   placed   on   section   201   by   the   regulations   of   the 
Commissioner  of  Internal  Revenue  does  not  render  the  law  unconstitu- 
tional as  preventing  uniformity  and  equality  in  the  application  of  the  tax. 
The  appended  decision  of  the  district  court  of  the  United  States  for  the 
eastern  district  of  Pennsylvania,  in  the  case  of  Ehret  Magnesia  Manufac- 
turing Co.  v.  Ephraim  Lederer,  collector,  is  published  for  the  information 
of  internal  revenue  officers  and  others  concerned. 

DISTRICT  COURT  OF  THE  UNITED  STATES  FOR  THE  EASTERN  DISTRICT  OF 

PENNSYLVANIA.  No.  7044. 

Ehret  Magnesia  Manufacturing  Co.  v.  Ephraim  Lederer,  collector  of 
internal  revenue  for  the  first  district  of  Pennsylvania. 

UPON  trial  before  the  court  without  a  jury. 

[June  sessions,  1920.] 

THOMPSON,  Judge:  The  plaintiff  brought  suit  to  recover  the  sum  of 
$23,889.94,  the  amount  of  taxes  alleged  to  have  been  unlawfully  assessed 
and  collected  by  the  defendant.  The  taxes  were  paid  under  protest  and 
petition  for  a  refund  was  rejected  by  the  Commissioner  of  Internal  Reve- 
nue. The  facts  are  not  in  dispute.  The  tax  was  assessed  upon  excess 
profits  under  the  provisions  of  section  201  of  title  II  of  the  act  of 
October  3,  1917  (40  Stat.,  302).  The  applicable  provisions  of  the  act  are 
as  follows: 

TITLE  II— WAR  EXCESS-PROFITS  TAX. 
Definitions: 

The  term  "taxable  year"  means  the  twelve  months  ending  December 
thirty-first. 
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The  term  "pre-war  period"  means  the  calendar  years  nineteen  hundred 
and  eleven,  nineteen  hundred  and  twelve,  and  nineteen  hundred  and  thirteen. 

SEC.  201.  That  in  addition  to  the  taxes  under  existing  law  and  under 
this  act  there  shall  be  levied,  assessed,  collected,  and  paid  for  each  taxable 
year  upon  the  income  of  every  corporation,  partnership,  or  individual  a 
tax  (hereinafter  in  this  title  referred  to  as  the  tax)  equal  to  the  following 
percentages  of  the  net  income: 

Twenty  per  centum  of  the  amount  of  the  net  income  in  excess  of  the 
deduction  determined  as  hereinafter  provided,  and  not  in  excess  of  fifteen 
per  centum  of  the  invested  capital  for  the  taxable  year ; 

Twenty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of 
fifteen  per  centum  and  not  in  excess  of  twenty  per  centum  of  such  capital; 

Thirty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of 
twenty  per  centum  and  not  in  excess  of  twenty-five  per  centum  of  such 
capital ; 

Forty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of 
twenty-five  per  centum  and  not  in  excess  of  thirty-three  per  centum  of 
such  capital ;  and 

Sixty  per  centum  of  the  amount  of  the  net  income  in  excess  of  thirty- 
three  per  centum  of  such  capital. 

SEC.  203.  That  for  the  purposes  of  this  title  the  deduction  shall  be  as 
follows,  except  as  otherwise  in  this  title  provided — 

(a)  In  the  case  of  a  domestic  corporation,  the  sum  of  (1)  an  amount 
equal  to  the  same  percentage  of  the  invested  capital  for  the  taxable  year 
which  the  average  amount  of  the  annual  net  income  of  the  trade  or  business 
during  the  pre-war  period  was  of  the  invested  capital  for  the  pre-war 
period  (but  not  less  than  seven  or  more  than  nine  per  centum  of  the  in- 
vested capital  for  the  taxable  year),  and  (2)  $3,000;  *  * 

There  is  no  dispute  that  the  net  income  of  the  plaintiff  for  the  year 
ending  December  31,  1917,  was  $422,445.58.  The  invested  capital  for  the 
taxable  year  was  $672,631.28.  The  deduction  to  which  the  plaintiff  was 
entitled  under  section  201  was,  as  ascertained  by  section  203  (a).  9  per 
cent,  of  the  invested  capital  representing  the  highest  average  profit  during 
the  pre-war  period  allowed  by  the  act,  and  amounted  to  $60,536.82,  and 
with  the  specific  deduction  of  $3,000  to  $63,536.82. 

A  statement  showing  the  items  upon  which  the  tax  is  to  be  computed 
is,  therefore,  as  follows: 

Invested  capital  for  the  year  $672,631.28 

Net  income  for  taxable  year  422,445.58 

Average  profit  pre-war  period,  9  per  cent $60,536.82 

Specific    exemption    3,000.00 

63,536.82 


Net  income  for  taxable  year  as  above 422,445.58 

Deduct  total  exemption  as  above  63,536.82 


Taxable  net  income   858,908.76 

The  construction  placed  by  the  commissioner  of  internal  revenue  upon 
the  language  of  section  201  is  that  "the  amount  of  the  net  income  in  excess 
of  the  deduction"  means  that  the  first  of  the  graduated  percentages  of 
invested  capital,  namely,  15  per  cent.,  is  first  to  be  ascertained,  and  the 
deduction  is  to  be  made  from  the  amount  thereof;  and  if  the  deduction  is 
not  in  excess  of  15  per  cent,  of  the  invested  capital,  the  difference  between 
the  amount  of  the  deduction  and  the  15  per  cent,  of  invested  capital  is  to 
be  taxed  at  20  per  cent. 

The  construction  the  plaintiff  contends  should  be  put  upon  the  language 
is  that  the  deduction  is  to  be  made  from  the  whole  of  the  net  income  and 
out  of  the  balance  of  net  income  remaining  an  amount  not  in  excess  of  15 
per  cent,  of  the  invested  capital  is  to  be  taxed  at  20  per  cent. 
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As  the  defendant  computes  the  tax,  the  figures  and  result  are  as  follows : 

Taxed       Exemption 

Not  over —                   income         deducted  Balance  Rate  Tax 

15%  of  invested  capital    $100,894.69    $63,536.82  $37,357.87  20%  $7,471.57 

20%  of  invested  capital       33,631.56     33,631.56  25%  8,407.89 

25%  of  invested  capital        33,631.56     33,631.56  35%  11,771.04 

33%  of  invested  capital        53,810.50     53,810.50  45%  24,214.73 

Balance                             200,47727     200,477.27  60%  120,286.36 


422,445.58      63,536.82  358,908.76  ....     172,151.59 

As  the  plaintiff  computes  it  the  figures  and  result  are  as  follows: 

Taxed 

Not  over —                                  income            Rate  Tax 

15%  of  invested  capital            $100,894.69           20%  $20,178.94 

20%  of  invested  capital               33,631.56           25%  8,407.89 

25%  of  invested  capital               33,631.56           35%  11,771.04 

33%  of  invested  capital               53,810.50           45%  24,214.73 

Balance                                        136,940.45           60%  82,164.27 


358,908.76  ....  146,736.87 

A  comparison  of  the  two  methods  shows  that  by  making  the.  deduction 
from  the  first  item  of  15  per  cent,  of  invested  capital  the  amount  taxed  at 
the  20  per  cent,  rate  is  diminished  by  the  amount  of  the  deduction  and 
the  amount  taxed  at  the  60  per  cent,  rate  is  increased  by  the  amount  of 
the  deduction,  with  the  result  that  the  plaintiff  has  been  required  to  pay 
the  difference  between  60  per  cent,  and  20  per  cent,  or  40  per  cent,  tax 
upon  $63,536.82,  the  amount  of  the  deduction,  or  $25,414.72,  less  the 
normal  tax  of  2  per  cent,  and  4  per  cent.,  amounting  to  $1,534.88,  leaving 
$23,889.84,  and  that  amount  the  plaintiff  claims  was  unlawfully  included 
in  the  assessment  and  unlawfully  collected. 

The  language  of  section  201  is  at  first  glance  somewhat  confusing. 
Plausible  arguments  have  been  presented  by  able  counsel  on  both  sides 
setting  forth  their  opposing  contentions  as  to  the  meaning  of  the  section. 

Does  its  language  mean  that  the  first  of  the  graduated  percentages  of 
tax  is  to  be  20  per  cent,  upon  an  amount  not  in  excess  of  15  per  cent,  of 
the  invested  capital  out  of  what  remains  of  the  net  income  after  making 
the  deductions?  Or  does  it  mean  it  is  to  be  20  per  cent,  of  the  difference 
between  the  deduction  and  15  per  cent,  of  the  invested  capital? 

It  will  be  noted  that  while  the  paragraph  providing  for  the  20  per 
cent,  tax  places  it  upon  the  amount  of  the  net  income  in  excess  of  the 
deduction  and  not  in  excess  of  15  per  cent,  of  the  invested  capital  the 
remaining  clauses  contain  no  provision  for  the  deduction.  The  revenue 
office  supplies  that  omission  ^  by  providing  in  its  regulations  that  if  the  15 
per  cent,  of  the  invested  capital  is  exceeded  by  the  deduction  the  excess  of 
deduction  is  applied  to  the  net  paragraph,  and  so  on  through  the  succeed- 
ing provisions  for  graduated  tax.  So  that  in  an  illustration  set  out  in 
the  regulations  no  tax  is  charged  at  all  under  any  of  the  percentages 
except  the  highest  and  final  rate  of  60  per  cent,  of  the  net  income  in  excess 
of  33  per  cent,  of  the  capital.  That  method  is  attacked  by  the  plaintiff 
upon  the  ground  that  such  construction  prevents  uniformity  and  equality 
in  the  application  of  the  tax,  and  is  therefore  in  violation  of  the  principles 
of  law  governing  taxation. 

It  is  asserted  that  the  language  in  controversy  is  ambiguous.  It  is  not 
ambiguous  in  the  sense  that  it  can  not  be  determined  from  its  language 
that  a  tax  is  to  be  laid  upon  incomes  in  excess  of  normal  pre-war  profits 
and  that  it  is  to  be  based  upon  certain  graduated  percentages  set  out  in 
the  act.  If  it  is  ambiguous,  its  ambiguity  consists  in  the  fact  that  it  does 
not  make  it  clear  by  what  method  the  deduction  is  to  be  allowed;  whether 
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the  amount  of  the  exemption  is  to  be  taken  first  from  the  total  net  income 
or  only  from  that  part  of  it  which  does  not  exceed  15  per  cent,  of  the 
invested  capital. 

A  large  part  of  the  difficulty  in  construing  the  20  per  cent,  paragraph 
arises  from  the  fact  that  the  amounts  involved  are  expressed  in  descriptive 
terms  and  not  in  figures.  If  the  act  taxed  the  amount  of  the  net  income 
in  excess  of  $50,000  and  not  in  excess  of  $100,000,  we  would  have  no  diffi- 
culty in  understanding  that  the  amount  to  be  taxed  was  the  difference 
between  $100,000  and  $50,000. 

We  have,  however,  undisputed  in  the  case,  the  amount  of  the  net  in- 
come, the  amount  of  the  deduction,  and,  having  the  invested  capital  for 
the  year,  we  have  15  per  cent,  of  that. 

Stating  the  paragraph  with  the  figures  representing  the  deduction,  and 
those  representing  15  per  cent,  of  the  invested  capital  instead  of  their 
equivalent  terms,  we  have  20  per  cent,  of  the  amount  of  the  net  income 
in  excess  of  $63,536.82  and  not  in  excess  of  $100,894.69. 

If  the  paragraph  is  so  stated  it  plainly  means  that  the  amount  to  be 
taxed  at  20  per  cent,  is  the  difference  between  $100,894.69  and  $63,536.82. 
In  the  next  paragraph  substituting  in  the  same  manner,  we  have  25  per 
cent,  of  the  amount  of  the  net  income  in  excess  of  $100,894.69  and  not  in 
excess  of  $134,526.26. 

As  the  20  per  cent,  paragraph  is  the  only  one  in  which  the  deduction 
is  stated,  and  in  the  succeeding  paragraph  the  tax  is  clearly  placed  upon 
the  difference  in  the  percentages  of  invested  capital,  it  is  apparent  that 
it  was  the  intention  of  Congress  by  the  repeated  use  of  the  words  "in 
excess  of"  and  "not  in  excess  of"  to  have  the  same  meaning  apply  to  these 
words  where  used  in  the  first  paragraph  as  where  used  in  the  subsequent 
paragraphs,  thus  imposing  no  tax  upon  the  net  income  up  to  the  amount 
of  the  deduction,  but  imposing  the  lowest  rate  of  tax  upon  the  difference 
between  the  deduction  and  15  per  cent,  of  the  invested  capital,  imposing 
the  net  tax  upon  the  difference  between  15  and  20  per  cent,  of  the  invested 
capital,  and  so  on,  until  in  the  last  percentage  paragraph  the  highest  rate 
of  60  per  cent,  applies  to  all  net  income  in  excess  of  33  per  cent,  of  invested 
capital.  If  there  is  any  ambiguity  in  the  act,  it  may  affect  cases  where 
the  deduction  exceeds  15  per  cent,  of  the  invested  capital.  In  this  case 
that  situation  is  not  present.  So  that  the  method  adopted  by  the  Com- 
missioner of  Internal  Revenue  in  such  case,  in  allowing  the  residue  of  the 
deduction  not  absorbed  under  the  20  per  cent,  rate  against  the  next  gradu- 
ated rate  and  so  on  until  the  entire  deduction  is  absorbed,  is  not  before 
the  court,  unless  the  plaintiff  is  obliged  to  pay  taxes  through  lack  of 
equality  and  uniformity  of  application  of  the  law  which  other  taxpayers 
escape. 

If  the  question  were  presented,  it  would  be  open  to  the  contention  that 
inasmuch  as  the  deduction  is  only  provided  for  in  the  clause  concerning 
the  20  per  cent,  rate,  the  method  adopted  by  the  revenue  office  is  a  liberal 
construction  in  favor  of  the  taxpayer  who  under  a  strict  construction  in 
favor  of  the  government  might  be  held  entitled  only  to  a  deduction  which 
did  not  exceed  15  per  cent,  of  invested  capital. 

The  tax  is  imposed,  however,  not  upon  stated  amounts  of  income,  but 
by  graduated  percentage  rates  upon  graduated  percentages  of  income. 
The  tax  is  laid  upon  the  income  in  excess  of  what  congress  considered 
represented  a  reasonable,  normal  profit  made  during  the  pre-war  period 
and  between  minimum  and  maximum  percentages  is  applied  to  the  in- 
vested capital  during  the  taxable  year.  Under  the  designated  percentages 
uniform  rules  apply  to  all  corporations  alike  in  similar  circumstances 
upon  their  net  income  if  in  excess  of  the  deduction  whether  the  invested 
capital  be  great  or  small,  and  whether"  the  profits  be  great  or  small. 

In  allowing  the  deduction,  congress  has  the  power  to  apply  it  so  it  will 
reduce  the  tax  at  any  of  the  graduated  rates.  By  reducing  the  amount  of 
tax  to  be  paid  at  the  lower  rates,  it  increases  the  amount  to  be  paid  at  the 
higher  rates,  so  that  the  higher  rates  apply  more  heavily  in  proportion  to 
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the  percentage  of  profits  in  excess  of  the  pre-war  basis ;  and  that  is  what 
congress  evidently  intended.  I  fail  to  see  that  in  making  this  distinction 
congress  transcended  its  powers  or  that  the  tax  lacks  in  equality  and  uni- 
formity among  those  on  whom  the  percentage  taxes,  based  on  percentages 
of  income  and  percentages  of  invested  capital,  are  imposed. 

Nor  am  I  convinced  that  the  plaintiff  suffers  under  any  inequality  of 
burden  through  having  its  tax  computed  under  the  same  rules  which  apply 
to  all  other  corporations  in  the  same  circumstances. 

Judgment  may  be  entered  for  the  defendant  with  costs. 

Virginia  Society  of  Public  Accountants 

At  a  meeting  of  the  Virginia  Society  of  Certified  Public  Accountants 
held  September  3,  1921,  at  Richmond,  the  following  officers  were  elected: 
W.  S.  Taylor,  Norfolk,  president;  T.  Jack  Bagby,  Richmond,  vice-presi- 
dent; W.  R.  Tolleth,  Norfolk,  secretary  and  treasurer. 


Certified  Public  Accountants  of  Massachusetts,  Inc. 
At  a  meeting  of  the  Certified  Public  Accountants  of  Massachusetts,  Inc., 
held    September   7th,    Robert    Douglas   was   elected   treasurer   to   fill    the 
vacancy  caused  by  the  death  of  Gerald  Wyman,  and  Charles  F.  Rittenhouse 
was  elected  a  member  of  the  executive  committee. 


Washington  Society  of  Certified  Public  Accountants 

At  the  annual  meeting  of  the  Washington  Society  of  Certified  Public 
Accountants  held  in  Seattle  August  27th,  the  following  officers  were 
elected:  A.  S.  Hansen,  president;  J.  P.  Robertson,  vice-president;  E.  P. 
Jarvis,  secretary  and  treasurer;  Carl  G.  Prestrud,  auditor.  The  directors 
are  James  P.  Robertson,  William  McAdam,  Pearce  C.  Davis,  A.  S.  Hansen 
and  E.  P.  Jarvis. 

Smith,  Robertson  &  Co.  announce  the  removal  of  their  Seattle  office  to 
1121-4  White  building. 

Raymond  L.  Beales  and  William  P.  Gibson  announce  the  formation 
of  a  partnership  under  the  firm  name  of  Beales  &  Gibson,  with  offices 
at  165  Broadway,  New  York. 


Frederick  J.  Smith  and  Frederick  E.  Herbert  announce  the  formation 
of  a  partnership  under  the  firm  name  of  Smith,  Herbert  &  Co.,  with 
offices  at  800  Broad  street,  Newark,  New  Jersey. 


W.  R.  Mackenzie  &  Son  of  Portland,  Oregon,  announce  the  opening 
of  an  office  at  61  Broadway,  New  York,  under  the  management  of  Charles 
Arthur  Mackenzie.  

Frederick  MacLeod  announces  the  opening  of  an  office  for  the  practice 
of  accountancy  in  Kohl  building,  San  Francisco,  California. 


Billings,  Woodford   &   Co.  announce   the  opening  of  an  office   in   the 
Allyn  House,  Hartford,  Connecticut. 
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[The  reader  is  reminded  that  the  following  attempts  to  answer  questions 
set  in  the  examinations  of  the  American  Institute  of  Accountants  are  not 
official.  The  board  of  examiners  of  the  Institute  has  neither  seen  nor 
approved  these  answers.] 

AMERICAN   INSTITUTE   OF  ACCOUNTANTS   EXAMINATIONS 

EXAMINATION  IN  COMMERCIAL  LAW — MAY  19,  1921 — 9  a.m.  to  12.30  p.m. 

Answered  by  JOHN  C.  TEEVAN 


Give  reasons  for  all  answers 


NEGOTIABLE  INSTRUMENTS 
Answer  three  of  the  following  four  questions: 

Question  l.  The  R.  I.  Company  gave  the  following  note  in  payment 
for  goods  purchased: 

$7,500.  Albany,  N.  Y.f  June  1,  1920. 

Three  months  after  date  we  promise  to  pay  to  the  order  of  A.  B. 
Corporation  seventy-five  hundred  dollars  at  the  Albany  Trust  Com- 
pany. Value  received. 

JOHN  SMITH,  Pres. 

ELMER  H.  BROWN,  Treas. 

The  note  was  written  on  a  blank  note  across  the  margin  of  which 
appeared  the  words  "R.  I.  Company."  The  note  was  discounted  for  the 
payee  by  the  Citizens  National  Bank  and  upon  non-payment  thereof  the 
bank  brought  suit  against  Smith  and  Brown.  Could  the  bank  recover? 

Answer.  Smith  and  Brown  are  personally  liable  on  this  note,  and  the 
bank  can  recover.  There  is  nothing  in  the  body  or  signature  of  this  note 
to  signify  that  it  is  an  obligation  of  the  R.  I.  Company.  The  fact  that 
the  signers  of  the  note,  Smith  and  Brown,  placed  after  their  signatures 
the  title  of  their  office,  does  not  lessen  their  personal  liability  in  any  way. 
Such  titles  are  merely  distinctive  of  the  persons;  they  do  not  qualify  the 
liability  of  the  persons  so  signing  and  do  not  impose  any  liability  on 
the  corporation  of  which  they  are  officers.  On  the  other  hand,  if  the 
indebtedness  was  actually  that  of  the  R.  I.  Company,  and  the  bank  was 
aware  of  this  when  it  discounted  the  note,  some  courts  would  admit 
evidence  to  this  effect  and  would  hold  that  Smith  and  Brown  were  not 
liable. 

Question  2.  What  constitutes  a  party  a  holder  of  a  negotiable  instru- 
ment (a)  for  value,  (b)  in  due  course? 

Answer,  (a)  A  holder  for  value  is  one  who  in  consideration  of  the 
transfer  to  him  of  a  negotiable  instrument  has  actually  parted  with  some- 
thing of  value.  Value  here  is  not  synonymous  with  legal  consideration, 
which  may  be  merely  an  executory  promise.  A  holder  for  value  must 
actually  give  whatever  was  agreed  upon.  Value,  however,  need  not  be 
adequate.  That  is,  the  sum  or  thing  given  may  be  considerably  less  than 
the  face  of  the  instrument,  but  the  holder  will  nevertheless  be  entitled  to 
the  full  face  value  of  the  instrument. 
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(b)  A  holder  in  due  course  is  one  who  has  acquired  a  negotiable  instru- 
ment which  is  complete  and  regular  on  its  face,  for  value,  in  good  faith, 
and  before  it  was  overdue. 

Question  3.  What  are  the  liabilities  of  a  person  who  negotiates  an 
instrument  (a)  by  delivery,  (b)  by  indorsement  without  qualification? 

Answer,  (a)  One  who  negotiates  an  instrument  by  delivery  is  liable  to 
his  immediate  transferee,  and  to  him  only,  in  the  event  that  the  paper  is 
not  paid  because  (1)  of  incapacity  of  prior  parties;  (2)  the  instrument 
was  not  genuine;  (3)  his  title  was  defective;  or  (4)  because  he  had 
knowledge  of  facts  impairing  the  validity  of  the  instrument. 

(b)  One  who  negotiates  an  instrument  by  endorsement  without  quali- 
fication thereby  warrants  that  all  prior  parties  have  the  capacity  to  enter 
into  binding  contracts;  that  the  instrument  is  genuine;  that  his  title  to  the' 
instrument  is  genuine;  that  the  instrument  will  not  be  dishonored  by  non- 
acceptance  or  non-payment.  He  undertakes  that  if  for  any  of  these 
reasons  or  otherwise,  the  instrument  is  not  paid  upon  maturity,  he  will 
pay  the  amount  thereof  to  the  holder  provided  proper  steps  are  taken  by 
the  holder  to  charge  him. 

Question  4.     Define  a  bill  of  exchange. 

Answer.  Section  126  of  the  negotiable  instruments  law  defines  a  bill 
of  exchange  as  follows :  "A  bill  of  exchange  is  an  unconditional  order 
in  writing  addressed  by  one  person  to  another,  signed  by  the  person 
giving  it,  requiring  the  person  to  whom  it  is  addressed  to  pay  on  demand, 
or  at  a  fixed  or  determinable  future  time,  a  sum  certain  in  money  to  order 
or  to  bearer." 

CONTRACTS 
Answer  two  of  the  following  three  questions: 

Question  5.  X,  a  New  York  dealer,  purchased  25  barrels  of  specially 
graded  and  packed  apples  from  a  producer  at  Hood  River,  Oregon.  These 
apples  he  afterwards  resold  to  Y  under  a  contract  which  specified  an 
agreed  price  on  delivery  at  Y's  place  of  business  in  New  York.  The 
apples  were  shipped  to  X  from  Oregon  but,  through  no  fault  of  either 
X  or  Y,  were  totally  destroyed  before  reaching  New  York.  Is  there  any 
liability  resting  upon  X? 

Answer.  The  contract  under  which  X  sold  the  apples  to  Y  specified  an 
agreed  price  on  delivery  at  Y's  place  of  business  in  New  York.  Under 
rule  5  of  section  19  of  the  uniform  sales  act,  if  the  contract  requires  the 
seller  to  deliver  the  goods  to  the  buyer,  title  does  not  pass  until  the  goods 
have  so  been  delivered  to  the  buyer.  The  title  to  the  apples  was  thus  in  X 
and  had  never  passed  to  Y. 

Section  8  of  the  uniform  sales  act,  clause  one,  provides  that  "where 
there  is  a  contract  to  sell  specific  goods,  and  subsequently  but  before 
the  risk  passes  to  the  buyer,  without  any  fault  on  the  part  of  the  seller 
or  buyer,  the  goods  wholly  perish,  the  contract  is  thereby  void."  This  case 
comes  within  this  rule  and  hence  there  is  no  liability  resting  on  X. 

Question  6.  On  January  31,  1921,  Travis  &  Wood,  commission  mer- 
ch^,;.>  at  Buffalo,  N.  Y.,  wrote  a  letter  to  Vassar  &  Camp  at  New  York, 
offering  to  sell  500  gallons  of  linseed  oil  at  a  certain  price  per  gallon. 
The  letter  was  received  by  Vassar  &  Camp  on  February  2,  1921,  and 
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they  on  the  same  day  mailed  a  reply  to  Travis  &  Wood,  accepting  the 
offer  and  giving  directions  as  to  shipment.  On  February  3,  before  the 
receipt  of  the  acceptance,  Travis  &  Wood  telegraphed,  revoking  the  offer. 
Was  the  revocation  effectual  to  prevent  the  consummation  of  the  agreement? 

Answer.  Travis  &  Wood  in  communicating  their  offer  in  the  form  of 
a  letter,  thereby  impliedly  authorized  an  acceptance  thereof  through  the 
same  channel,  namely,  the  United  States  mails.  Vassar  &  Camp  in  mailing 
their  acceptance  on  the  same  day  that  they  received  the  offer  thereby 
accepted  the  offer  within  a  reasonable  time.  Having  once  mailed  the 
letter,  it  was  in  effect  delivered  to  the  offerer's  agent  and  passed  out  of 
the  offeree's  control.  Hence  at  the  moment  the  letter  was  placed  in  the 
mails,  assuming  it  was  properly  stamped  and  addressed,  the  acceptance 
was  completed  and  a  valid  contract  then  formed.  Nothing  that  could 
happen  subsequently  could  affect  the  existence  of  the  contract  except  by 
mutual  consent  of  the  parties.  Hence  the  attempted  revocation  by  wire 
despatched  on  the  day  following  the  mailing  of  the  acceptance,  even  though 
before  the  acceptance  was  received,  was  ineffectual  to  set  aside  the  con- 
summation of  the  contract. 

Question  7.    Define  an  express  warranty. 

Answer.  Section  12  of  the  uniform  sales  act  defines  an  express  war- 
ranty to  be  any  affirmation  of  fact  or  any  promise  by  the  seller  relating 
to  the  goods,  if  the  natural  tendency  of  such  affirmation  or  promise  is 
to  induce  the  buyer  to  purchase  the  goods.  Affirmation  as  to  value  or 
statements  of  opinion  are  not  warranties. 

PARTNERSHIP 
Answer  one  of  the  follozving  two  questions: 

Question  8.  George  B.  Lewis  was  a  special  partner  in  the  limited 
partnership  of  Bradley  &  Smith,  his  contribution  to  capital  being  the 
sum  of  $50,000.  Under  the  provisions  of  the  co-partnership  agreement, 
the  partnership  expired  January  6,  1921.  On  January  7,  1921,  Lewis  re- 
ceived from  the  firm  the  sum  of  $50,000,  thus  withdrawing  his  contri- 
bution to  capital.  James  A.  Grant,  to  whom  the  firm  had  become  indebted 
in  the  sum  of  $75,000,  who  had  been  unable  to  collect  his  debt,  sued  the 
co-partnership  in  February,  1921,  naming  as  defendants  both  general  part- 
ners and  Lewis,  the  special  partner.  Did  Lewis  have  any  defense  to 
the  action? 

Answer.  Assuming  that  the  indebtedness  to  Grant  existed  prior  to 
January  6,  1921,  while  Lewis  was  a  special  partner,  the  $50,000  capital 
repaid  to  Lewis  is  subject  to  the  payment  of  such  indebtedness  or  any 
other  firm  indebtedness  existing  while  Lewis  was  a  special  partner.  Be- 
yond this  amount  Lewis  is  not  liable.  Answering  the  question  more 
specifically,  Lewis  has  a  defense  of  a  technical  nature.  The  general  part- 
ners returned  his  capital  after  the  expiration  of  the  partnership  and  are 
bound  by  any  consequences  of  this  act  as  between  themselves  and  Lewis. 
Firm  creditors,  however,  are  not  so  bound  and  as  to  them  the  $50,000 
is  available  to  satisfy  former  debts.  It  would  be  necessary,  however,  in 
this  case,  in  the  circumstances,  for  Grant  to  sue  the  general  partners 
only,  and  exhaust  his  remedy  against  the  co-partnership  assets.  Then 
failing  so  to  satisfy  his  claim  out  of  the  co-partnership  assets,  he  could 
file  a  creditor's  bill  against  Lewis  and  recover  up  to  the  extent  of  $50,000. 
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Question  9.  G  and  H  were  co-partners  engaged  in  the  warehouse  busi- 
ness. H  issued  a  warehouse  receipt  which  represented  that  the  firm  had 
on  storage  for  Nash  &  Son  6,500  bushels  of  wheat.  Nash  &  Son,  on  the 
credit  of  the  receipt,  obtained  a  loan  from  Robbins  of  $4,000,  the  ware- 
house receipt  being  transferred  to  Robbins.  Thereafter  Robbins  duly 
demanded  the  grain  from  G  and  H,  when  it  was  found  that  H,  without 
knowledge  of  his  co-partners,  had  conspired  with  Nash  &  Son  and  had 
issued  a  false  receipt?  Robbins  thereupon  sued  both  G  and  H. 

Was  G  liable  in  any  way? 

Answer.  G  is  liable  as  a  member  of  the  partnership  G  and  H.  The 
issuance  of  the  warehouse  receipt  was  a  matter  within  the  scope  of  the 
partnership  business.  As  to  third  persons,  H  as  a  co-partner  of  G  had 
full  authority  to  perform  any  act  with  reference  to  the  partnership 
business,  and  such  act  would  be  binding  upon  the  partnership.  The  fact 
that  the  issuance  of  the  receipt  by  H  was  fraudulent  and  that  G  was 
innocent  in  the  matter  does  not  lessen  the  liability  of  G  in  any  way.  Each 
partner  is  the  agent  of  the  firm  while  engaged  in  partnership  affairs  and 
the  partnership  is  liable  for  the  torts  of  each  co-partner  committed  within 
the  scope  of  his  agency.  G  is  therefore  liable  with  H  for  the  return  of 
the  money  to  Robbins. 

CORPORATIONS 
Answer  both  the  following  questions. 

Question  10.  Brown,  a  director  of  the  X  Realty  Corporation,  received 
from  the  Y  Construction  Company  the  sum  of  $500  in  payment  for  Brown's 
services  in  inducing  the  X  Realty  Corporation  to  award  a  certain  con- 
tract to  the  Y  Company.  The  X  Realty  Corporation  afterward  learned 
of  the  payment  and  sued  Brown,  seeking  to  recover  the  amount  so  paid 
to  Brown  by  the  Y  Construction  Company. 

Could  the  X  Realty  Corporation  succeed? 

Answer.  Brown,  being  a  director,  occupied  a  fiduciary  relation  to  the  X 
Company.  It  was  therefore  his  duty  to  see  that  the  contract  with  the  Y  Com- 
pany was  secured  at  the  lowest  possible  price.  Obviously  if  the  Y  Company 
could  afford  to  give  Brown  $500  it  could  have  made  the  price  $500  less 
to  the  X  Company.  It  was  Brown's  duty  to  see  that  this  was  done. 
Furthermore,  because  of  the  gift,  Brown  may  have  passed  up  a  contract 
more  favorable  to  his  company  from  some  other  concern  which  was  un- 
willing to  make  such  a  gift  to  Brown.  Even,  however,  if  the  contract 
with  the  Y  Company  was  the  most  favorable  that  could  be  secured,  Brown 
still  was  guilty  of  a  breach  of  faith.  He  must  therefore  account  to  his 
company  for  the  $500  and  surrender  this  sum  to  it.  It  is  firmly  estab- 
lished that  in  accepting  secret  gifts  from  one  who  is  dealing  with  his 
corporation,  a  director  commits  a  breach  of  trust  and  may  be  forced  to 
turn  over  to  the  corporation  all  moneys  so  received. 

Question  u.  To  what  extent  is  a  corporation  bound  by  agreements 
made  by  its  promoters  prior  to  and  connected  with  its  incorporation? 

Ansri'er.  The  general  rule  is  that  a  corporation,  on  coming  into  exist- 
ence, is  not  liable  for  agreements  made  by  its  promoters  prior  to  actual 
incorporation.  This  applies  to  all  such  agreements,  including  those  entered 
into  by  the  promoters  of  the  corporation  "connected  with  its  incorporation," 
which  cover  such  items  as  lawyers'  fees,  state  fees,  recording  fees  and 
similar  organization  expenses.  In  some  states  it  is  expressly  provided  in 
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the  statutes  that  the  corporation  shall  be  liable  for  all  expenses  incurred 
in  its  organization.  The  reason  for  the  general  rule  above  stated  is  that 
a  corporation,  not  yet  being  in  existence,  cannot  possibly  be  a  party  to  a 
contract.  It  can,  however,  on  coming  into  being,  expressly  or  impliedly 
adopt  pre-corporate  contracts  made  by  its  promoters  and  hence  become 
liable  for  the  contract  price  or  fair  price,  as  the  case  may  be. 

BANKRUPTCY 
Answer  the  following  question: 

Question  12.  Name  three  "acts  of  bankruptcy,"  the  commission  of  any 
one  of  which  by  an  insolvent  person  furnishes  grounds  for  the  filing 
of  a  petition  in  bankruptcy. 

Answer.  1.  To  transfer,  while  insolvent,  any  portion  of  his  property 
to  one  or  more  of  his  creditors  with  intent  to  prefer  such  creditors  over 
his  other  creditors. 

2.  To  suffer  or  permit,  while  insolvent,  any  creditor  to  obtain  a  prefer- 
ence through  legal  proceedings,  and  not  have  vacated  or  discharged  such 
preference  at  least  five  days  before  a  sale  or  final  disposition  of  any  property 
affected  by  such  preference. 

3.  To  make  a  general  assignment  for  the  benefit  of  his  creditors,  or, 
being  insolvent,  to  apply  for  a  receiver  or  trustee  for  his  property,  or  to 
have   a    receiver   or   trustee   put   in    charge   of   his   property   because   of 
insolvency. 

FEDERAL  INCOME  TAX 
Answer  the  following  question: 

Question  13.  In  June,  1915,  A  purchased  a  dwelling  for  the  sum  of 
$15,000.  He  resided  in  the  dwelling  until  December  1,  1920,  when  he 
sold  the  property  at  a  loss.  During  1920  he  paid  out  for  taxes  $186, 
for  insurance  $60,  for  repairs  $130,  for  interest  on  mortgage  $250.  His 
net  loss  on  the  sale  was  $1,200. 

In  preparing  A's  income-tax  return  for  1920,  how  would  you  treat 
the  items  specified? 

Answer.  The  taxes  and  interest  would  be  shown  as  deductions  from 
income  on  A's  return.  As  A  resided  in  the  house  himself,  he  would  not 
be  allowed  to  show  the  insurance  or  repairs  as  deductions.  If  the  property 
were  purchased  for  re-sale,  the  loss  on  the  sale  would  be  deductible,  other- 
wise not.  It  is  assumed  that  depreciation  was  considered  in  determining 
the  net  loss,  as  for  the  purpose  of  ascertaining  the  loss  or  gain  on  the 
sale  of  property,  this  item  must  be  considered.  The  fact  that  A  apparently 
occupied  the  house  from  the  time  of  purchase  to  the  time  of  sale,  a 
period  of  over  five  years,  would  seem  to  constitute  prima  facie  evidence 
that  A  purchased  the  house  for  residence  purposes  and  not  for  re-sale, 
in  which  event,  as  above  stated,  the  loss  on  the  sale  would  not  be  deductible. 

PARTNERS'  LOANS  IN  LIQUIDATION 

Several  letters  have  been  received  by  the  editor  of  this  department 
expressing  doubt  as  to  the  propriety  of  the  solution  to  problem  3  of 
part  1  of  the  American  Institute  examination  of  May,  1921.  This  solution 
was  published  in  the  July  issue.  The  problem  follows. 
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A,  B,  C  and  D  have  decided  to  dissolve  partnership.  To  that  end  they 
have  liquidated  all  their  liabilities;  and  at  the  date  of  the  first  division 
of  cash  among  the  partners  the  conditions  are  as  follows : 

Partners  Capital  Loans  Profit-and-loss  ratio 

A  $22,000  $  7,000                      40% 

B   19,000  6,000                     30% 

C   12,000  14,000                     20% 

D  7,000  13,000                      10% 


Totals   $60,000  $40,000  100% 


Cash  available  for  distribution    $20,000 

Other  assets  not  yet  realized  (of  doubtful  value)    80,000 

Total    $100,000 

State  which  partners  should  participate  in  the  distribution  of  the 
$20,000;  how  much  cash  each  should  receive;  whether  the  payments 
should  be  applied  against  the  capital  accounts  or  the  loan  accounts.  Explain 
the  procedure  of  determining  the  distribution.  Assume  that  none  of  the 
partners  has  any  private  property. 

The  $20,000  was  divided  in  the  solution :  C,  $8,666.67  and  D,  $11,333.33, 
and  the  payments  were  charged  to  the  loan  accounts.  The  reasons  for 
the  distribution  were  explained,  but  apparently  the  explanation  was  not 
adequate.  The  following  letter  is  typical  of  objections  raised: 

Editor,  Students'  Department: 

SIR:  Referring  to  solution  to  problem  number  three,  part  one,  of  the 
last  Institute  examination,  I  wish  to  state  that  I  can  not  quite  see  where 
you  are  justified  in  making  the  distribution  as  you  did.  It  seems  to  me 
you  are  violating  the  rule  of  partnerships. 

Loans  are  liabilities  of  the  partnership  quite  different  from  capital. 
Liabilities  to  outsiders  or  creditors  are  liquidated  first  of  all.  Next  the 
loans  of  partners  are  liquidated  and  finally  the  capital  is  paid  back  to 
the  individual  partners.  From  this  method  of  distribution  (which  by  the 
way  is  in  accordance  with  the  law)  one  would  be  led  to  believe  that  the 
$20,000  available  to  be  distributed  should  be  used  to  liquidate  the  liabilities 
or  loan  accounts.  That  would  mean  each  one  would  receive  fifty  cents 
on  the  dollar.  When  it  comes  to  liquidating  liabilities  of  a  same  class  one 
can  not  give  any  one  or  group  preference  over  another  or  others,  and 
that  is  what  you  are  doing  when  you  make  the  distribution  as  shown  in 
your  solution.  The  only  reason  partners  make  loans  to  the  partnership  is 
that  they  have  preference  in  case  of  liquidation.  The  fact  that  the 
partners  have  no  private  property  has  no  bearing  on  the  distribution  of 
the  available  funds.  Any  shortage  in  a  partner's  capital  account  will  be 
taken  care  of  when  the  final  distribution  of  capital  is  made.  The  shortage 
of  any  capital  accounts  will  have  to  be  borne  by  the  others,  one  of  the 
risks  of  the  partnership  relation. 

The  method  you  use  for  showing  possible  losses  is  used  when  there  are 
no  loan  accounts  because  loans  are  liabilities.  In  other  words,  just  where 
there  are  certain  capital  accounts,  available  cash  and  unrealized  assets, 
that  method  works  out  satisfactorily.  Partnership  law  states  contributions 
to  the  partnership  fund  can  not  be  treated  as  capital  unless  specifically 
stipulated,  therefore  one  is  not  justified  in  combining  them  (loans  and 
capital).  Of  course  I  realize  that  the  solution  given  by  you  is  just 
your  opinion,  and  not  the  authorized  solution,  but  I  should  be  glad  to 
hear  from  you  further. 

Yours  truly, 

Detroit,  Michigan.  B.  H.  VOELKER. 
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It  is  true  that  partners'  loans  take  precedence  of  partners'  capitals  in 
liquidation,  but  it  is  also  true  that  the  partnership  agreement  as  to  the 
division  of  profits  and  losses  takes  precedence  of  every  other  consideration, 
so  far  as  the  relations  of  the  partners  among  themselves  are  concerned. 
If  a  partnership  becomes  insolvent  the  amount  to  be  repaid  to  partners  on 
their  loan  and  capital  accounts  should  be  the  amount  remaining  to  their 
credit  after  all  losses  have  been  charged.  And  if  the  capitals  are  not 
sufficient  to  bear  the  respective  losses,  the  excess  of  any  partner's  agreed 
loss  over  his  capital  should  be  charged  to  his  loan  account.  To  make 
this  point  as  clear  as  possible,  let  us  assume  that  the  $80,000  remaining 
assets  are  known  to  be  absolutely  worthless  instead  of  merely  doubtful. 
How  should  the  $20,000  cash  be  divided?  The  first  step  would  be  to 
charge  off  the  $80,000  loss,  as  follows: 

A  capital     B  capital      C  capital      D  capital 

Capitals— per  problem  $22,000.00    $19,000.00    $12,000.00    $  7,000.00 

Loss— in  profit-and-loss  ratio        32,000.00      24,000.00      16,000.00        8,000.00 

Debit  balances  in  capital  accts.       10,000.00        5,000.00        4,000.00        1,000.00 


These  debit  balances  in  the  capitals  should  be  transferred  to  the  loan 
accounts,  as  follows : 

A  loan          B  loan          C  loan  D  loan 

Balances— per  problem   $  7,000.00    $  6,000.00    $14,000.00    $13,000.00 

Less  capital  deficits   10,000.00        5,000.00        4,000.00        1,000.00 


Debit  balance  in  loan  account        3,000.00 

Credit  balances  in  loan  acct.  1,000.00      10,000.00      12,000.00 

Since  the  partners  are  said  to  have  no  outside  property,  it  will  be 
impossible  for  A  to  pay  in  his  debit  balance  of  $3,000  to  make  good  all 
his  share  of  the  partnership  loss.  Therefore  the  $3,000,  which  A  ought 
to  bear  but  can  not,  will  have  to  be  borne  by  the  other  partners  and  should 
be  charged  against  their  accounts  in  their  profit  and  loss  ratio,  after 
eliminating  A's  40%.  That  is,  the  $3,000  will  be  charged  to  the  other 
partners  on  the  basis  of  60ths,  as  follows : 

B    30/60ths  or  $1,500.00 

C    20/60ths  or    1,000.00 

D    10/60ths  or       500.00 

Writing  off  the  debit  balance  in  A's  account  will  therefore  produce 
the  following  results: 

B  loan          C  loan  D  loan 

Credit  balances  as  above   $1,000.00    $10,000.00    $12,000.00 

Less  loss  on  A's  account  1,500.00        1,000.00          500.00 

Debit  balance  in  loan  account 500.00 

Credit  balances  in  loan  accounts 9,000.00      11,500.00 

B  ought  to  pay  in  $500  to  bear  the  loss  agreed  to,  but  since  he  has  no 
other  assets,  it  will  be  impossible  for  him  to  do  so.  Therefore  this  balance 
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must   be   charged   to    C   and    D    in    their   profit-and-loss    ratio,    which    is 
20%  and  10%,  or  2/z  and  H,  with  the  following  results: 

C  loan         D  loan 

Credit  balances  as  above  $  9,000.00    $11,500.00 

Less  loss  on  B's  account  .  333.33  166.67 


Amounts  to  be  paid  to  C  and  D   (as  per  solution)        8,666.67      11,333.33 

It  seems  to  me  that  there  is  no  question  as  to  the  propriety  of  this 
method  if  the  $80,000  remaining  assets  are  known  to  be  worthless.  Charg- 
ing off  this  known  loss  would  produce  the  capital  deficits  shown  above. 
These  amounts  are  debts  due  to  the  partnership  by  the  several  partners. 
The  loan  accounts  are  debts  due  by  the  partnership  to  the  partners.  It 
certainly  is  true  that  the  partnership  has  the  right  to  offset  and  can  deduct 
the  debts  due  by  the  partners  (per  the  capital  deficits)  from  the  debts 
due  to  the  partners  (per  the  loan  accounts). 

If  this  is  conceded  to  be  the  correct  method  of  procedure  in  case  the 
$80,000  is  known  at  the  present  time  to  be  a  total  loss  and  $20,000  is  all 
there  will  ever  be  to  distribute  among  the  partners,  it  would  seem  that 
this  is  the  correct  method  of  dividing  the  $20,000  if  the  $80,000  is  found 
to  be  a  loss  tomorrow  or  at  some  other  future  date.  In  other  words,  the 
liquidator  should  give  first  consideration  to  the  profit-and-loss  agreement, 
which  takes  precedence  of  all  other  agreements  or  understandings,  and  should 
make  the  distribution  of  $20,000  in  such  a  way  that  it  will  be  correct 
in  case  the  $80,000  should  prove  to  be  a  loss.  In  that  event  A  should 
receive  nothing,  B  should  receive  nothing,  C  should  receive  $8,666.67  and 
D  should  receive  $11,333.33.  If  the  $20,000  is  divided  in  any  other  way, 
and  the  $80,000  is  lost,  the  partners  will  not  share  losses  as  agreed.  So 
long  as  there  is  even  a  possibility  that  the  $80,000  will  be  entirely  lost, 
the  cash  on  hand  should  be  divided  in  such  a  way  as  to  leave  the  unpaid 
balances  of  capitals  and  loans  in  amounts  exactly  equal  to  what  each 
partner  should  lose. 

Mr.  Voelker  says:  "When  it  comes  to  liquidating  liabilities  of  a  same 
class  one  can  not  give  any  one  or  group  preference  over  another  or  others, 
and  that  is  what  you  are  doing  when  you  make  the  distribution  as  shown 
in  your  solution."  It  is  true  that  all  liabilities  of  the  same  class  must  be 
similarly  dealt  with,  but  they  must  be  dealt  with  in  the  light  of  all 
associated  facts.  If  a  concern  has  ten  creditors  on  open  account  and 
one  of  these  is  also  a  debtor  for  goods  purchased,  would  not  the  concern 
have  the  right  to  offset  the  account  receivable  against  the  account  payable 
to  determine  the  net  liability?  And  having  made  the  offset,  would  a 
preference  thereby  be  given  to  any  one  creditor  or  group  of  creditors? 
If  the  right  of  offset  can  be  exercised  against  creditors,  it  can  be  exercised 
against  partners'  loans  also. 

Mr.  Voelker  is  basing  his  argument  on  the  theory  that  partners'  loans 
are  liabilities,  and  this  is  good  theory.  Let  us  assume  that  the  four 
partners  are  outside  creditors  with  accounts  equal  to  their  loans.  Because 
of  contractual  obligations  entered  into  with  the  partnership,  A  and  B 

307 


The  Journal  of  Accountancy 


may  owe  the  partnership  amounts  larger  than  the  balances  now  due  to 
them  by  the  partnership.  If  it  is  known  that  A  and  B  have  no  assets  and 
if  there  is  a  considerable  probability  that  the  contractual  obligations  will 
result  in  a  debt  on  the  part  of  A  and  B  to  the  partnership  which  will 
more  than  offset  the  indebtedness  to  them,  it  certainly  would  not  be 
wise  nor  equitable  to  pay  them  anything  until  the  results  of  the  con- 
tractual obligation  are  known. 

This  is  exactly  the  condition  of  A  and  B  with  their  loan  accounts. 
It  is  conceded  that  the  loan  accounts  are  liabilities,  but  the  loans  of  A 
and  B  are  not  in  the  same  class  with  those  of  C  and  D.  A  and  B  have 
contractual  obligations  with  the  partnership  to  bear  losses  in  a  certain 
proportion,  and  the  fulfilment  of  this  obligation  may  result  in  the  entire 
exhaustion  of  their  loan  accounts  as  well  as  their  capitals.  C  and  D  are 
not  in  this  position  because  they  can  bear  their  entire  losses  and  a  portion 
of  the  losses  of  A  and  B  as  well  and  still  have  balances  coming  to  them 
from  the  partnership  on  their  loan  accounts. 

Mr.  Voelker  further  says:  "The  only  reason  partners  make  loans  to 
the  partnership  is  that  they  have  preference  in  case  of  liquidation.  [He 
overlooks  the  fact  that  this  preference  is  subject  to  the  right  of  offset.] 
The  fact  that  the  partners  have  no  private  property  has  no  bearing  on  the 
distribution  of  the  available  funds.  [To  a  certain  extent  this  is  true  because 
the  right  of  offset  would  be  exercised  in  any  event  if  the  losses  exhausted 
the  capitals.  That  is,  the  capital  deficit  would  be  offset  against  the  loan 
instead  of  paying  the  loan  and  collecting  the  capital  deficit  from  the 
partners'  private  funds.  But  in  a  further  sense  it  is  not  true  because  if 
A  and  B  had  funds  outside  the  business  it  would  not  be  necessary  to  charge 
off  the  $3,000  and  $500  debit  balances  in  their  loan  accounts.]  Any  shortage 
in  a  partner's  capital  account  will  be  taken  care  of  when  the  final  distri- 
bution of  capital  is  made." 

The  last  sentence  requires  further  consideration.  We  have  already 
seen  that  if  the  entire  $80,000  is  lost,  the  loss  should  be  borne  as  follows: 

A  B  C  D 

Total  loss— in  profit-and-loss  ratio  $32,000.00  $24,000.00  $16,000.00  $  8,000.00 
Less  excess  of  loss  over  capital 

and   loan    3,000.00 

A's  debit  balance  charged  to  B, 

C  and  D  1,500.00      1,000.00        500.00 


Total  charged  to  B  

Less  excess  of  loss  over  capital 

and  loan  

B's  debit  balance  charged  to  C 

and   D    . 


25,500.00 
500.00 


333.33 


166.67 


Total  equitable  loss  to  each  partner  $29,000.00  $25,000.00  $17,333.33  $  8,666.67 

If  we  follow  Mr.  Voelker's  plan  of  paying  each  loan  account  fifty 
cents  on  the  dollar,  and  if  the  remaining  $80,000  is  lost,  the  losses  borne 
by  each  partner  will  be  as  shown  in  the  following  table. 
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A  B  C  D 

Total  capital  account   $22,000.00  $19,000.00  $12,000.00  $  7,000.00 

One-half  of  loan  accounts 3,500.00      3,000.00      7,000.00      6,500.00 

Total    loss    $25,500.00  $22,000.00  $19,000.00  $13,500.00 

By  this  plan  A  and  B  do  not  bear  as  much  loss  as  they  should  in 
accordance  with  their  agreement,  and  C  and  D  bear  more  than  they 
should.  Mr.  Voelker  says,  "Any  shortage  in  a  partner's  capital  account 
will  be  taken  care  of  when  the  final  distribution  of  capital  is  made.  The 
shortage  of  any  capital  accounts  will  have  to  be  borne  by  the  others,  one 
of  the  risks  of  the  partnership  relation."  It  is  true  that  if  one  or  more 
partners  can  not  bear  all  of  the  loss  they  agree  to  bear,  the  other  partners 
must  bear  a  portion  of  the  loss  for  them,  and  this  is  one  of  the  risks  of 
the  partnership  relation.  But  the  risk  is  modified  somewhat  by  the  fact 
that  a  partner  with  insufficient  capital  to  bear  his  agreed  loss  can  be 
compelled  to  bear  it  out  of  outside  property  or  out  of  a  loan  account. 
Under  the  best  arrangement  possible,  C  and  D  have  to  bear  a  portion  of 
the  losses  of  A  and  B — there  seems  no  justice  in  increasing  the  risk  and 
the  loss  by  making  payments  to  A  and  B. 

The  plan  suggested  in  the  printed  solution  safeguards  C  and  D  against 
this  injustice  and  guarantees  a  division  of  the  loss  in  as  nearly  the  agreed 
ratio  as  is  possible  considering  the  fact  that  A  and  B  have  not  enough 
property  to  bear  all  of  their  agreed  loss.  On  the  other  hand,  no  injustice 
is  done  to  A  and  B.  They  are  not  required  to  lose  more  than  they 
agreed  to  lose,  and  if  the  remaining  $80,000  realizes  a  sufficient  amount, 
their  loans  will  be  paid  in  full.  After  distributing  the  $20,000  as  sug- 
gested in  the  solution,  the  accounts  will  appear  as  follows: 

A  capital  $22,000.00 

B  capital  19,000.00 

C  capital   12,000.00 

D  capital  7,000.00 

A  loan  7,000.00 

B  loan  6,000.00 

C  loan   5,333.33 

D  loan  1,666.67 

Total    .  $80,000.00 


If  the  remaining  $80,000  of  assets  realize  $50,000,  there  will  be  $30,000 
loss  to  charge  off,  with  the  following  results: 

Payments  Loans  paid  Total  cash 

Capitals          Loss         on  capital  in  full  distribution 

A   $22,000.00    $12,000.00    $10,000.00  $7,000.00  $17,000,00 

B    19,000.00        9,000.00      10,000.00  6,000.00  16,000.00 

€    12,000,00        6,000.00        6,000.00  5,333.33  11,333.33 

D   7,000.00        3,000.00        4,000.00  1,666.67  5,666.67 

Total  cash  distribution  $50,000.00 
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The  two  payments  liquidate  the  loans  in  full,  as  shown  below : 

A  B  C  D 

First  distribution $  8,666.67    $11,333.33 

Second   distribution    $  7,000.00    $  6,000.00        5,333.33        1,666.67 


Total    $  7,000.00    $  6,000.00    $14,000.00    $13,000.00 


Each  partner  receives  such  a  proportion  of  his  capital  as  remains  after 
charging  him  with  his  agreed  share  of  the  partnership  loss.  It  is  true  that 
A  and  B  have  to  wait  for  payments  on  their  loans.  But  there  is  no  other 
way  for  a  liquidator  to  safeguard  himself  against  the  danger  of  paying 
A  and  B  more  than  they  will  eventually  be  entitled  to  unless  he  waits  for 
his  first  distribution  to  the  partners  until  enough  assets  have  been  collected 
so  that  the  capitals  of  the  partners  are  sufficient  to  cover  their  possible 
loss  on  the  residue.  The  problem  precludes  this  alternative  by  requiring 
a  distribution  of  the  $20,000. 

The  entire  argument  may  be  summarized  as  follows :  A  partner  is 
obligated  to  bear  his  agreed  loss,  even  though  this  loss  exceeds  his  capital ; 
the  excess  may  be  collected  from  him  out  of  private  funds,  or  may  be 
offset  against  a  loan  to  the  partnership ;  as  long  as  there  is  a  possibility 
that  the  loss  may  exceed  his  capital,  a  partner's  loan  should  not  be  paid 
to  him  but  should  be  held  to  absorb  the  excess  loss.  This  is  particularly 
true  in  case  the  partner  has  no  outside  property. 

Another  letter  raises  a  somewhat  different  point  in  the  same  problem : 

Editor,  Students'  Department: 

SIR:  I  have  been  studying  your  solution  of  problem  3  on  page  68  of 
the  July  issue  and  would  readily  understand  it  if  it  did  not  involve  loans  from 
partners  as  well  as  partnership  capital.  You  have  combined  the  loans  and 
the  capital  accounts  of  the  partners  in  order  to  obtain  the  total  credit  for 
each  partner.  This  has  the  effect  of  applying  the  profit-and-loss  ratio  to. 
the  unpaid  loans,  the  same  as  to  unreturned  capital.  This  does  not  appear 
to  me  to  be  fair  to  C  and  D,  who  have  the  larger  loans  and  put  this 
extra  amount  of  money  into  the  business  without  having  changed  the 
profit-and-loss  ratio. 

Let  us  assume  that  there  is  $60,000  available  for  payment  instead  of 
$20,000.  According  to  your  method,  we  would  have  the  following  pay- 
ments to  partners: 

A  B  C  D         Total 

Capital    $22,000    $19,000    $12,000    $  7,000    $60,000 

Loans    7,000        6,000      14,000      13,000      40,000- 

Total   credits    .  29,000      25,000      26,000      20,000     100,000 

Potential  loss   16,000      12,000        8,000        4,000      40,000- 

Cash    payments    13,000      13,000      18,000      16,000      60,000 

You  will  note  that  under  these  conditions  A  and  B  will  have  received 
all  of  their  loans  and  also  a  part  of  their  capital,  while  C  and  D  have 
received  only  a  portion  of  their  loans  and  no  capital.  It  is  my  under- 
standing that  in  partnership  liquidation  claims  are  settled  in  the  following 
order:  preferred  debts,  outside  liabilities,  partners'  loans,  partners'  capital. 
This  principle  would  be  observed  in  the  following  solution  of  the  original, 
problem. 
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Loans    

Cash  payments    (50%) 


A 

$7,000 
3,500 


BCD         Total 

$6,000    $14,000    $13,000    $40,000 

3,000        7,000        6,500      20,000 


Loans  unpaid   3,500        3,000        7,000        6,500      20,000 

This  method  would  be  applied  until  all  loans  have  been  paid ;  then 
payments  would  be  made  in  accordance  with  method  you  have  used  in 
your  solution. 

Your  opinion  of  the  latter  method  will  be  greatly  appreciated. 

Yours  truly, 

Washington,  D.  C.  WM.  E.  BISHOFF. 

The  point  which  Mr.  Bishoff  is  making  is  this:  The  law  requires  the 
payments  of  partners'  loans  before  the  payment  of  capital,  and  yet  a  case 
might  arise  in  which  payments  would  be  made  on  the  capital  accounts  of 
some  of  the  partners  before  the  loan  accounts  of  the  other  partners  were 
paid  in  full.  This  point  did  not  arise  in  the  examination  problem  because 
payments  were  made  on  two  loan  accounts  only.  None  of  the  loans  was 
paid  in  full,  and  no  payments  were  made  on  capital. 

The  point  is  a  good  one  because  it  seems  to  make  application  of  the 
method  in  the  solution  a  direct  violation  of  partnership  law,  since  capital 
payments  might  be  made  before  loan  payments  are  completed.  Unfortu- 
nately, the  illustration  suggested  by  Mr.  Bishoff  does  not  involve  the  point 
he  had  in  mind,  because  with  $60,000  in  cash  it  is  possible  to  pay  all  of 
the  loans  in  full  and  make  payments  on  all  of  the  capitals:  to  A  $6,000, 
to  B  $7,000,  to  C  $4.000  and  to  D  $3,000.  To  bring  out  his  point  we  shall 
change  his  illustration  and  assume  that  there  is  $40,000  in  cash  available 
for  distribution  and  a  possible  future  loss  of  $60,000.  Applying  the  method 
used  in  the  solution,  the  distribution  of  the  $40,000  would  be  determined 
as  follows : 

A  B  C  D        Total 

Capitals  $22,000    $19,000    $12,000      $7,000    $60,000 

Less  possible  losses  24,000      18,000      12,000        6,000      60,000 


Credit  balances 
Debit  balances 


1,000 


1,000 


2,000 


C  has  just  enough  capital  to  bear  his  possible  loss;  B  and  C  each 
have  $1,000  more  capital  than  their  possible  losses,  and  hence  each  can 
be  paid  $1,000  on  capital;  A's  capital  is  $2,000  short  of  his  possible  loss, 
and  hence  this  amount  will  be  held  out  of  his  loan.  Payments  will  therefore 
be  made  on  loan  accounts  as  follows : 


Balances    $7,000 

Less  possible  loss 2,000 


BCD         Total 
$6,000    $14,000    $13,000    $40,000 
2,000 


Payments  on  loans  5,000        6,000      14,000      13,000      38,000 
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The  distribution  on  loans  and  capital  combined  would  be: 

A             B             C             D  Total 

On  loan  accounts   $5,000      $6,000  $14,000    $13,000  $38,000 

On   capitals    1,000                       1,000  2,000 

Total    5,000        7,000      14,000      14,000      40,000 

We  thus  have  this  situation: 

A  receives  a  portion  of  his  loan  and  nothing  on  his  capital ; 
B  receives  all  of  his  loan  and  a  portion  of  his  capital ; 
C  receives  all  of  his  loan  and  nothing  on  his  capital ; 
D  receives  all  of  his  loan  and  a  portion  of  his  capital. 

Clearly  this  does  not  conform  to  the  rule  of  partners'  loans  having 
precedence  over  partners'  capitals  because  B  and  D  receive  payments  on 
their  capitals  before  A  receives  payment  of  his  loan  in  full.  Nevertheless, 
if  I  were  liquidator  of  a  partnership  with  these  conditions  I  should  ask 
the  partners  to  waive  the  law  and  consent  to  the  distribution  outlined 
above.  Failing  to  obtain  their  consent  I  should  make  no  liquidating  pay- 
ments until  further  collections  reduced  the  unrealized  assets  to  $55,000. 
At  that  time  A's  capital  of  $22,000  would  be  40%  of  the  possible  $55,000 
loss,  and  it  would  no  longer  be  necessary  for  me  to  retain  a  portion  of  his 
loan.  This  may  seem  an  arbitrary  position  for  a  liquidator  to  take, 
but  the  law  does  not  require  him  to  make  partial  liquidating  dividends 
and  it  does  hold  him  responsible  to  any  partner  who  loses  more  than  his 
fair  share  on  account  of  his  conduct  of  the  liquidation. 

To  show  how  the  liquidator  might  become  personally  liable  by  paying 
loans  in  full,  let  us  return  to  the  illustration.  The  capitals  total  $60,000, 
the  loans  total  $40,000,  there  is  $40,000  cash  on  hand  and  there  is  $60,000 
in  doubtful,  unrealized  assets.  The  liquidator  pays  the  loans  in  full,  and 
after  doing  so  finds  that  he  is  unable  to  collect  anything  from  the  remaining 
$60,000  in  assets.  When  this  loss  is  charged  off,  the  condition  becomes 
as  follows: 

A  B  C  D         Total 

Capitals    $22,000    $19,000    $12,000      $7,000    $60,000 

Deduct  loss   24,000      18,000      12,000        6,000      60,000 

Credit  balances  1,000  1,000 

Debit  balance    2,000 

A  is  supposed  to  pay  in  the  $2,000,  and  if  the  liquidator  is  able  to 
collect  it  from  him  well  and  good.  If  not,  B  and  D  would  probably 
sue  him,  setting  up  the  claim  that  the  law  did  not  require  him  to  make 
the  distribution  of  $40,000;  that  he  did  so  on  his  own  initiative;  and  that 
in  so  doing  he  imposed  a  loss  of  $1,000  each  on  them.  While  they  might 
not  be  able  to  collect,  the  liquidator  is  certainly  taking  chances ;  on  the  other 
hand  he  is  acting  entirely  within  his  rights  and  safeguarding  his  own 
interests  if  he  offers  the  partners  the  alternative  of  their  consent  to  the 
suggested  distribution  or  no  distribution  at  all  until  a  later  date. 

312 


Correspondence 


Mr.  Eisner  Explains 

Editor,  The  Journal  of  Accountancy: 

SIR  :  I  have  before  me  an  editorial  published  in  your  valuable  periodical 
under  the  heading  "As  We  Advance,"  in  which  you  quote  certain  remarks 
published  by  the  Brooklyn  Daily  Eagle  and  purporting  to  have  been 
uttered  by  me  at  a  meeting  of  the  bar  association. 

I  very  much  regret  that  you  did  not  inquire  of  me  first  to  ascertain 
whether  I  had  been  accurately  quoted  because  I  would  have  saved  you  the 
necessity  of  making  any  reply  and  would  not  have  occasioned  surprise  to 
the  many  accountants  who  favor  me  with  close  professional  relationship. 
Whatever  may  have  been  the  impression  which  the  reporter  for  the  Eagle 
obtained,  I  think  I  can  state  rather  precisely  the  tenor  of  my  remarks  for 
which  I  am  sure  no  apology  need  be  expected  or  should  be  offered. 

I  stated  that  originally  the  regulations  under  the  income-tax  law  and 
the  forms  were  worked  out  principally  by  accountants;  that  the  forms, 
particularly  those  under  the  1918  law,  were  admirable  in  their  self-auditing 
design  and  that  the  regulations  went  far  in  the  direction  of  clarifying  a 
statute  which  was  very  difficult  of  interpretation. 

What  I  did  then  say  about  the  accountancy  features  and  what  probably 
confused  the  reporter  was  this : 

In  the  framing  of  the  regulations  there  were  included  a  number  of 
propositions  which,  while  excellent  accounting  theory,  were  not  necessarily 
within  the  language  or  the  spirit  of  the  statute.  One  of  these  is  the  rule 
which  requires  the  amount  of  taxes  for  the  previous  year  paid  out  of  the 
earnings  for  the  taxable  year  and  charged  against  them  to  be  considered 
in  reduction  of  the  surplus  of  the  previous  year.  I  repeat  that  it  is  good 
accounting  theory  to  charge  the  taxes  against  the  earnings  which  gave 
rise  to  the  taxes  rather  than  against  the  earnings  from  which  the  taxes 
were  paid,  but  there  is  no  legal  reason  why,  if  the  corporation  as  a  fact 
paid  its  last  year's  taxes  out  of  this  year's  earnings  and  this  year's  profits 
were  sufficient,  without  impairment  of  the  surplus,  to  pay  the  taxes,  that 
this  fact  should  be  ignored  to  satisfy  a  theory  which  was  not  embraced 
within  the  statute. 

I  know  that  the  committee  on  appeals  and  review  has  twice  confirmed 
the  position  taken  in  the  regulations,  but  I  feel  that  I  may  fairly  disagree 
with  the  income-tax  unit,  which  is  the  accounting  end  of  the  department, 
in  this  and  other  regards  quite  as  strenuously  as  I  disagree  with  the 
solicitor's  office,  which  is  the  legal  end,  in  holding  that  a  taxpayer  has 
even  a  right  to  waive  effectually  the  three-year  limitation  within  which  to 
assess  imposed  on  the  commissioner  of  internal  revenue  by  congress 
and  thus  give  to  the  commissioner  a  right  to  make  an  assessment  which 
congress,  for  reasons  of  its  own,  has  withheld  from  him. 

I  did  dwell  upon  the  rising  growth  and  importance  of  the  solicitor's 
office  and  stated  that  I  believed  this  to  be  an  extremely  healthy  feature 
because  it  would  tend  to  liberalize  many  of  the  constructions  placed  upon 
the  statute  by  the  income-tax  unit;  and  this  has  in  fact  been  the  case. 
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I  do  not  share  the  disregard  of  professional  accountancy  which  seems 
to  be  characteristic  of  some  members  of  my  own  profession  and  others. 
I  fully  appreciate  that  there  is  a  distinct  field  for  both  professions  in  con- 
nection with  the  income  tax.  I  see  too  often  the  sad  effect  of  a  lawyer's 
essay  into  the  field  of  accountancy  and  I  likewise  have  read  weird  legal 
briefs  in  tax  cases  prepared  by  accountants.  This  venture  into  strange 
fields  by  members  of  either  profession  is  futile  and  the  taxpayer  suffers. 

I  trust  that  you  will  favor  me  by  setting  forth  my  position  as  herein 
related  before  your  readers.  Very  truly  yours, 

MARK  EISNER. 

"Interest  Rate  of  Investments" 

Editor,  The  Journal  of  Accountancy. 

SIR:  My  attention  has  been  called  by  Mr.  E.  S.  Thomas  of  Cincinnati 
to  a  misunderstanding  which  accounts  for  the  discrepancy  between  my 
results  and  those  published  in  Sprague's  Accountancy  of  Investment  referred 
to  in  my  paper  in  the  July  number  of  the  JOURNAL.  In  a  preceding  problem 
on  page  219  he  specifies  a  semi-annual  bond,  and  I  must  have  made  the 
inference  that  if  any  other  sort  of  bond  than  an  annual  bond  were  under 
discussion  its  character  would  be  specifically  indicated.  No  such  indication 
was  made  in  the  problem  in  question,  but  if  the  bond  is  assumed  to  be  a 
semi-annual  bond  the  results  given  in  the  book  are  quite  correct. 

Yours  truly, 

Berkeley,  August  29th,  1921.  D.  N.  LEHMER. 


Leon  Williams,  John  F.  Fitzgerald  and  Arthur  A.  Ashton  announce 
the  formation  of  a  partnership  under  the  firm  name  of  Williams,  Fitz- 
gerald, Ashton  &  Co.,  with  offices  at  76  Dor  ranee  street,  Providence, 
Rhode  Island. 

Raskins  &  Sells  and  Hollis,  Tilton  &  Porte  announce  the  consolidation 
of  their  practices  as  of  August  1,  1921,  under  the  name  of  Haskins  & 
Sells,  with  offices  in  the  Penobscot  building,  Detroit. 


Litle,  Schietinger  &  Co.  announce  the  opening  of  offices  in  Boston  and 
Springfield,  Massachusetts,  under  the  direction  of  William  H.  Mannix. 


Gano    &   Co.   announce   the   opening   of   an   office   at   104   Central 
block,  Pueblo,  Colorado. 

Stewart,  Watts  &  Bollong  announce  the  removal  of  their  offices 
to  50  State  street,  Boston,  Massachusetts. 


Arthur  Young  &  Co.  announce  that  Richard  Wilson  has  been  ad- 
mitted as  a  partner  in  their  Chicago  office. 


Arthur  Young  &  Co.  announce  the  removal  of  their  New  York  office 
to  82  Beaver  street. 
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Treatment  of  Costs  During  Periods  of 
Varying  Volumes  of  Production* 

By  C.  B.  WILLIAMS 

There  is  considerable  discussion  at  the  present  time  about  what 
should  really  be  considered  cost  of  manufacture.  This  question 
would  hardly  have  been  raised  if  the  volume  of  production  from 
year  to  year  were  constant.  But  during  the  last  few  years  this 
volume  has  fluctuated  to  an  extent  such  as  to  make  it  apparent 
that  the  volume  of  production  in  relation  to  the  capacity  of  the 
plant  has  quite  as  much  to  do  with  determining  what  expenditures 
are  to  be  included  with  the  cost  as  has  the  amount  of  these  ex- 
penditures themselves. 

In  order  to  obtain  an  intelligent  answer  to  our  question  it  will 
be  necessary  to  discuss  the  elements  of  cost  and  also  to  determine 
what  constitutes  a  normal  volume  of  production.  It  is  my  belief 
that  manufacturing  cost  should  not  be  affected  by  variations  in 
the  volume  of  production  but  that  the  true  cost  is  that  cost  which 
would  be  obtained  under  a  normal  volume  of  production. 

In  the  first  place,  let  us  ask  what  is  normal  production.  Prob- 
ably every  manufacturer  will  have  a  different  idea  as  to  what  his 
normal  is  and  therefore  the  question  might  naturally  be  asked: 
If  you  cannot  agree  as  to  what  constitutes  normal  production,  how 
can  you  agree  as  to  what  manufacturing  cost  is  during  periods  of 
normal  production?  Finding  the  answer  is  not  so  difficult  if  it  be 
kept  in  mind  that  the  determining  factor  in  costs,  aside  from  ma- 
terial, is  time.  Probably  it  would  be  better  to  say  normal  operation 
instead  of  normal  production. 

To  determine  the  normal  hours  of  operation  of  a  producing 
unit  it  is  necessary  to  deduct  from  the  total  operating  hours  an 

*A  paper  read  at  the  annual  meeting  of   the    American    Institute   of   Accountants, 
Washington,   D.   C.,   September  21,   1921. 
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allowance  sufficient  to  cover  the  time  required  for  repairs,  ab- 
sence of  the  operator  and  other  unavoidable  interruptions.  The 
total  operating  hours  would  be  those  established  by  the  company's 
policy.  The  normal  thus  established  should  be  changed  as  expe- 
rience shows  the  allowances  to  be  incorrect.  If  we  err  somewhat 
in  establishing  this  basis  we  shall  nevertheless  be  better  off  than 
if  we  make  no  attempt  to  solve  the  problem. 

The  per  cent,  of  capacity  which  might  be  considered  normal 
would  be  different  for  different  industries  whether  expressed  in 
hours  or  other  units.  Probably  between  75  per  cent,  and  85  per 
cent,  might  be  considered  normal  for  many  industries.  In  many 
of  the  recent  discussions  and  in  a  recent  publication  of  the  fabri- 
cated production  department  of  the  Chamber  of  Commerce  of 
the  United  States,  80  per  cent,  has  been  suggested  as  a  fair  basis. 
This  means  that  20  per  cent,  of  the  total  operating  time  is  to  be  al- 
lowed for  unavoidable  delays  such  as  repairs,  absence  of  the 
operator,  shortage  of  material,  etc. 

Let  us  assume  that  80  per  cent,  of  capacity  in  some  specific 
case  is  normal  production  so  that  we  may  have  some  definite 
starting  point.  The  next  question  is :  What  is  manufacturing  cost? 
Everyone  will  agree  that  the  cost  of  material  and  of  productive 
labor  is  a  part  of  manufacturing  cost.  In  any  well  regulated  plant, 
these  two  items  will  vary  directly  with  the  volume  of  production. 
In  some  cases  the  direct  labor  may  not  decrease  as  rapidly  as  the 
volume  of  production  for  the  reason  that  certain  employees  are 
retained  because  of  their  value  to  the  organization.  But  in  such 
instances  their  remuneration  ceases  to  be  direct  labor  and  becomes 
expense  of  another  character. 

In  order  to  discuss  the  treatment  of  cost  during  periods  of 
varying  volumes  of  production,  it  is  only  necessary  to  discuss  the 
treatment  of  expenditures  which  are  made  for  purposes  other  than 
direct  labor  and  material.  It  is  when  we  discuss  the  various  items 
of  manufacturing  expense  that  we  begin  to  develop  differences 
of  opinion.  In  the  last  analysis  there  are  only  two  classes  of  ex- 
pense, manufacturing  or  producing  expenses  and  selling  expenses. 
In  practice  we  create  a  third  group,  administrative  expenses.  Fre- 
quently we  find  it  difficult  to  determine  to  which  of  these  groups 
certain  expenses  belong. 

It  is  not  the  purpose  of  this  paper  to  deal  with  the  classifica- 
tion of  expenses  further  than  briefly  to  define  manufacturing  ex- 
pense. I  believe  a  simple  definition,  and  one  on  which  most  of 
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us  agree,  would  be  that  manufacturing  expenses  are  those  expenses 
which  could  properly  be  included  with  inventory  costs.  As  an 
illustration  I  might  mention  shipping  expense,  which  frequently 
is  classed  with  manufacturing  expenses,  but  we  should  not  be 
willing  to  distribute  it  so  as  to  include  part  of  it  with  the  inventory. 
This  will  be  readily  recognized  as  an  expenditure  which  is  largely 
under  the  control  of  the  factory  management,  but  the  accountant 
would  not  be  willing  to  consider  it  as  a  part  of  inventory  cost. 

There  is  a  very  important  but  little  thought-of  division  which 
should  be  made  in  some  of  the  items  of  manufacturing  expense. 
That  is  to  separate  such  expense  between  producing  expense  and 
idle  expense.  I  think  it  is  safe  to  say  that  until  very  recently  the 
great  majority  of  manufacturers  considered  every  shop  expendi- 
ture as  an  element  of  manufacturing  cost  and  not  a  few  included 
all  office  expenses  as  well.  We  have  been  accustomed  to  wait  until 
the  close  of  the  month  or  the  close  of  the  accounting  period,  and 
then  to  sum  up  all  of  our  expenditures  for  material  and  productive 
labor  and  call  them  direct  cost;  also  to  sum  up  all  our  expendi- 
tures for  so-called  overhead  purposes  and  allocate  these  expendi- 
tures to  the  cost  of  goods  produced  in  some  relation  to  productive 
labor.  From  a  mere  bookkeeping  standpoint  this  might  be  per- 
missible ;  but  for  the  purpose  of  furnishing  usable  information  it 
would  be  better  to  recognize  the  cost  of  idleness  as  separate  from 
the  cost  of  manufacture. 

In  order  to  make  it  easier  to  abandon  the  plan  or  the  method 
to  which  business  has  been  largely  accustomed,  we  might  consider 
some  of  the  disadvantages  of  computing  costs  from  the  actual 
current  expenditures  in  periods  when  production  is  below  or  above 
the  normal. 

First  let  us  consider  the  effect  on  the  sales  department.  If  the 
business  happens  to  be  one  in  which  sales  prices  are  based  on  the 
costs,  the  inclusion  of  all  expenditures  during  a  period  when  pro- 
duction is  only  25  per  cent,  of  normal  will  mean  an  excessively 
high  cost.  What  is  the  sales  department  to  do  when  confronted 
with  such  a  condition?  Business  is  poor — what  little  is  offered  is 
being  sought  by  everyone  in  that  line.  The  result  of  competition 
is  a  lowering  of  prices.  The  more  the  manufacturer  wants  the 
business,  the  lower  he  will  make  his  price.  But  the  sales  depart- 
ment is  confronted  with  a  condition  illustrated  by  exhibit  B.  The 
costs  have  been  computed  on  the  basis  of  actual  production  and 
actual  expense  and  the  cost  which  formerly  was  $9.80  is  now 
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$18.80,  and  an  article  which  formerly  sold  at  $11.32  and  yielded 
a  profit  of  10  per  cent,  now  costs  $18.80  to  make.  Is  the  sales 
department  to  consider  the  present  cost  of  $18.80,  and  bid  $21.71 
on  something  that  formerly  sold  for  $11.32?  Certainly  you  will 
say  that  no  sane  sales  manager  would  follow  this  procedure.  Such 
quotations  would  not  only  not  obtain  any  business  but  would  make 
the  sales  policy  of  the  company  look  ridiculous  in  the  eyes  of  its 
customers.  If  the  sales  manager  is  not  to  use  prices  furnished 
him  by  the  cost  department,  what  course  is  open  to  him?  Only 
one,  and  that  is  to  ignore  the  cost  furnished  by  the  cost  department 
and  bid  at  some  figure  which  he  thinks  may  obtain  the  business. 
If  the  normal  price  is  used  and  business  is  obtained,  the  output  of 
the  plant  will  be  increased  and  the  cost  department,  because  of  this 
very  fact,  will  show  a  lower  cost  than  the  one  furnished  the  sales 
department.  If  the  volume  increases  sufficiently,  the  cost  will  be 
lowered  to  the  former  figure.  This  will  justify  the  action  of  the 
sales  manager  in  using  his  own  judgment  about  the  cost  and  will 
discredit  the  cost  department  for  having  furnished  a  cost  at  which 
business  could  not  have  been  obtained. 

On  the  other  hand,  let  us  assume  that  for  a  short  period  the 
plant  has  been  working  a  night  shift  and  has  thus  doubled  its 
production,  although  night  production  may  be  neither  desirable 
nor  practical  for  this  particular  industry.  The  cost  which  was 
$9.80  under  normal  conditions  is  now  $8.30.  By  making  the  same 
allowance  for  selling  and  administrative  expenses  and  for  profit, 
the  selling  price  is  fixed  at  $9.59.  Should  the  sales  department 
now  offer  to  take  business  on  the  basis  of  a  $9.59  price,  knowing 
that  the  factory  cost  alone  in  normal  times  is  $9.80  ?  If  this  price 
is  quoted  and  business  recedes  to  normal,  a  loss  of  21  cents  on 
each  article  will  be  shown  even  before  providing  for  selling  and 
administrative  expenses. 

Cost  accounting  must  be  practical.  It  is  right  to  have  theories, 
but  they  should  stand  the  test  of  practice.  No  one  expects  his 
customers  to  pay  a  higher  price  for  goods  when  business  is  poor 
simply  because  he  needs  a  higher  price  in  order  to  operate  at  a 
profit. 

When  business  is  poor  the  customer  naturally  expects  lower 
prices  and  the  manufacturer  naturally  expects  to  quote  lower 
prices  in  order  to  stimulate  business.  On  the  other  hand,  when 
business  is  good  the  customer  expects  to  pay  higher  prices  and 
the  manufacturer  expects  to  obtain  higher  prices.  But,  in  the 
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illustrations  we  have  used  with  prices  based  on  fluctuating  costs, 
the  opposite  would  be  true.  Accounting  should  certainly  be  an  aid 
to  business  management,  and  theories  which  interfere  with  the 
usefulness  of  accounting  results  and  will  not  allow  us  to  meet 
business  conditions  can  not  be  maintained  very  long. 

Next  let  us  consider  the  effect  on  production.  The  factory 
management  is  expected  to  produce  goods  at  a  price  at  which  they 
can  be  sold,  but  if  all  the  costs  are  to  be  charged  to  part-time 
production  the  factory  will  be  accused  of  incurring  costs  that  are 
higher  than  selling  prices.  Therefore,  instead  of  accepting  such 
business  as  might  be  obtained,  which  would  at  least  absorb  part 
of  the  overhead,  the  factory  must  be  closed  because  a  sufficient 
volume  cannot  be  secured  to  absorb  all  of  the  overhead.  You  will 
say  that  the  factory  management  would  not  follow  this  policy, 
but  would  produce  whatever  it  had  orders  for,  so  long  as  there 
was  a  chance  of  conditions  improving. 

Somehow  the  practical  factory  man  knows  that  costs  do  not 
become  higher  on  one  machine  when  another  machine  is  idle. 
Neither  does  he  believe  that  costs  become  lower  on  a  certain 
machine  because  additional  machines  are  placed  in  operation.  To 
his  mind  there  is  no  connection  between  the  output  of  one  machine 
and  that  of  another  and  if  he  can  keep  the  one  machine  operating  at 
normal  capacity  he  naturally  expects  the  cost  of  the  product  to 
remain  the  same,  regardless  of  the  varying  volume  of  production 
of  other  machines. 

Probably  factory  men  would  have  more  respect  for  their  cost 
accountants  if  the  cost  statements  agreed  with  what  factory  men 
know  to  be  the  true  condition.  When  cases  such  as  this  occur, 
the  manager  naturally  ignores  the  figures  furnished  by  the  cost 
department  and  uses  his  judgment  instead,  and  the  value  of  the 
accountant  is  not  raised  in  the  estimation  of  the  manager  when 
he  has  to  use  his  judgment  instead  of  the  figures  furnished  him. 

Next  let  us  consider  the  effect  on  the  balance-sheet.  If  all 
shop  expenditure  is  to  be  considered  a  part  of  the  manufacturing 
cost,  it  likewise  enters  into  the  valuation  of  the  inventory.  In 
many  lines  of  business  there  is  no  market  value  for  a  product 
other  than  that  established  by  the  manufacturer  himself.  There- 
fore he  must  value  his  inventory  at  cost  prices.  If  the  cost  as 
shown  be  considerably  higher  because  the  volume  of  production 
is  lower,  the  inventory  is  valued  at  higher  than  sales  prices  and  is 
overstated  in  the  balance-sheet.  Likewise  a  false  showing  will  be 
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reflected  in  the  profit-and-loss  statement.  Exhibit  C  will  make 
this  clear.  I  have  assumed  that  there  is  the  same  quantity  of 
inventory  at  the  end  of  the  period  as  at  the  beginning.  The  illus- 
tration shows  the  difference  in  inventory  values  due  to  the  in- 
crease in  the  overhead  per  unit  during  the  period. 

The  inventory  at  the  beginning  of  the  period  is  valued  at  costs 
obtained  for  the  previous  year  during  which  the  volume  of  pro- 
duction was  normal.  The  inventory  at  the  end  of  the  period  is 
valued  at  the  cost  obtained  for  the  current  year  during  which  the 
volume  of  production  has  been  only  25  per  cent,  of  normal.  The 
result  is  that  the  book  value  of  the  same  quantities  of  inventory 
at  the  beginning  and  at  the  end  of  the  year  has  increased  from 
$26,000.00  to  $44,000.00.  This  increase  is  all  in  the  shop  expense 
and  is  the  result  of  increasing  the  burden  rate  from  $0.50  to 
$1.62*/2  an  hour  as  shown  by  exhibit  A. 

According  to  one  recognized  accounting  theory,  all  shop  ex- 
penditures must  be  included  in  the  cost  of  manufacture,  but 
according  to  another  equally  well  recognized  accounting  theory 
the  inventories  must  be  stated  at  the  lowest  possible  prices  and 
certainly  at  less  than  sales  prices.  But  in  the  example  which  I 
have  given  both  of  these  theories  cannot  be  followed.  Which  one 
shall  we  abandon?  Most  likely  we  shall  arbitrarily  reduce  the 
inventory  valuation  from  $44,000.00  to  $26,000.00,  making  it 
agree  with  the  costs  obtained  during  a  normal  volume  of  produc- 
tion and  thereby  abandoning  the  theory  which  leads  us  to  consider 
all  manufacturing  expenditures  as  a  part  of  the  cost  of  production. 

Under  the  old  method,  in  addition  to  having  an  incorrect 
inventory  at  the  end  of  that  period,  all  the  monthly  statements 
have  been  incorrect.  A  supposed  profit  which  was  accumulating 
from  month  to  month  must  be  reduced  at  the  end  of  the  year 
because  the  inventory  valuation  is  then  found  to  be  fictitious.  It 
would  not  require  any  great  stretch  of  the  imagination  to  picture 
a  case  in  which  the  monthly  statements  show  that  a  profit  was 
being  earned  throughout  the  year,  but  that  at  the  end  of  the  year 
it  would  be  shown  that  a  loss  had  been  incurred,  the  error  being 
due  to  incorrectly  stating  the  inventory  in  the  monthly  statements. 

Of  course,  the  opposite  result  would  be  obtained  if  the  volume 
of  production  were  above  normal  instead  of  below  normal.  In 
this  case  I  think  it  would  be  perfectly  proper  to  value  inventory 
at  normal  cost  rather  than  at  a  reduced  cost  which  might  have 
been  obtained  during  an  unusually  favorable  period  of  production. 
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I  anticipate  the  objection  that  inventories  stated  at  normal  cost, 
rather  than  at  the  reduced  cost  due  to  abnormal  production,  would 
result  in  overstating  the  assets  and  the  profits  for  the  period.  My 
belief  is  that  this  is  not  the  case  but  that,  on  the  contrary,  there 
would  be  carried  into  profit  and  loss  an  earning  resulting  from 
abnormal  conditions.  If  this  is  not  done  and  if  business  resumes 
its  normal  volume  during  the  succeeding  period,  we  shall  then 
be  charging  the  sales  of  that  period  with  material  carried  in  inven- 
tory at  prices  lower  than  they  should  be  carried,  and  we  shall  be 
overstating  the  profits  in  a  period  when  normal  results  should  be 
shown. 

Let  us  consider  one  more  effect  of  keeping  costs  according  to 
our  old  method.  A  cost  department  which  is  worthy  of  the  name 
will  furnish  statements  to  the  management  setting  forth  the 
various  conditions  of  the  business  in  a  way  such  as  will  direct 
attention  to  unnecessary  expenditures.  These  statements  will 
show  the  facts  in  terms  of  some  unit  of  production  and  frequently 
will  compare  costs  of  one  period  with  those  of  another.  If  all 
expenditures  are  to  be  included  in  costs  when  production  is  low, 
the  statements  which  formerly  had  some  value  to  executives  will 
now  be  valueless  because  a  comparison  of  results  in  periods  of 
sub-normal  production  with  results  obtained  in  periods  of  full 
production  will  simply  show  higher  costs  in  the  sub-normal 
period,  accompanied  by  the  obvious,  but  meaningless,  explanation 
that  the  costs  are  higher  because  production  is  lower. 

If  we  still  insist  that  all  expenditure  is  properly  a  cost  of  pro- 
duction, let  us  ask  to  what  is  expenditure  chargeable  when  the 
plant  is  idle  and  when  there  is  no  production.  During  a  period 
such  as  this  there  are  expenditures  for  watchmen,  repairs,  heat- 
ing and  other  items  necessary  to  care  for  the  property.  In  addi- 
tion the  usual  charge  for  taxes  and  insurance  goes  on  and  the  plant 
depreciates.  If  there  is  no  production,  there  seems  to  be  only 
one  way  to  dispose  of  these  expenditures  and  that  is  to  charge 
them  to  profit  and  loss,  with  the  explanation  that  this  is  a  loss 
incurred  because  the  plant  was  idle. 

Under  these  conditions  let  us  assume  that  a  shop  with  twenty 
machines  now  obtains  an  order  which  will  enable  it  to  operate 
one  machine.  Is  all  expenditure  now  to  be  considered  as  cost  of  the 
production  which  is  obtained  from  the  operation  of  one  machine? 
If  not,  then  to  what  shall  19-20ths  of  the  more  or  less  fixed  ex- 
penditure be  charged?  If  we  charged  the  expenditure  to  profit 
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and  loss  when  there  was  no  production,  why  not  charge  19-20ths 
of  this  expenditure  to  profit  and  loss  when  production  is  only  l-20th 
of  capacity?  If  it  is  necessary  to  start  the  power  plant  to  operate 
this  one  machine,  are  we  to  charge  all  of  the  power-plant  expense 
to  production  because  one  machine  is  operating  or  are  we  to 
charge  19-20ths  of  it  to  profit  and  loss  because  nineteen  of  the 
machines  are  idle? 

Some  may  say  that  the  obtaining  of  one  order  made  it  neces- 
sary to  start  the  power  plant  and  that  therefore  the  entire  cost 
should  be  charged  to  that  order.  If  we  do  this  and  show  the 
manager  that  a  big  loss  was  incurred  because  this  order  was  taken, 
we  shall  doubtless  be  told  that  something  is  wrong  with  our 
method  of  calculating  and  that  the  business  must  start  up  gradu- 
ally and  cannot  by  any  line  of  reasoning  be  expected  to  remain 
idle  until  orders  are  obtained  sufficient  to  operate  all  the  machines. 
If  the  plant  cannot  be  expected  to  remain  idle  but  must  be 
operated  because  of  the  general  necessities  of  the  business,  why 
are  19-20th  of  the  cost  of  the  power  plant  not  a  proper  charge  to 
profit  and  loss  rather  than  to  the  cost  of  the  one  order? 

I  have  in  mind  an  actual  experience  which  occurred  fifteen 
years  ago.  A  large  factory  making  wire  products  closed  down  all 
but  one  department.  The  product  of  this  small  department  had 
been  costing  about  $32.00  a  ton.  Under  the  plan  of  charging  all 
expenditures  to  costs,  the  entire  expense  of  the  power  department, 
as  well  as  other  departments  which  contributed  somewhat  to  the 
department  which  was  operating,  was  charged  to  the  output  of 
this  department,  resulting  in  a  cost  of  about  $1,600.00  a  ton  for 
its  product. 

When  the  yearly  figures  were  made  up,  the  item  for  which  there 
was  a  normal  demand  throughout  the  year  showed  a  loss  because 
it  had  been  charged  with  the  expense  of  the  idle  departments, 
while  the  items  for  which  there  was  no  demand  during  a  part  of 
the  year  showed  a  satisfactory  profit.  The  ridiculousness  of  such 
a  showing  was  apparent  to  all.  It  was  evident  that  the  method 
being  used  was  incorrect  and  it  was  likewise  the  consensus  of 
opinion  that  the  output  of  this  department  should  not  cost  any 
more  per  unit  than  it  had  in  former  months.  Unfortunately  this 
method  was  then  in  such  general  use  that  we  were  unable  to  con- 
vince those  in  authority  that  a  different  plan  should  be  adopted. 

Suppose  a  company  had  two  similar  plants,  but  in  different 
cities,  and  that  one  plant  was  operated  to  normal  capacity,  while 
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the  other  plant  was  idle.  Would  anyone  suggest  charging  the 
expense  of  the  idle  plant  to  the  production  cost  of  the  one  that 
was  operating?  Would  the  principle  change  if  a  new  building 
were  erected  and  the  equipment  of  both  plants  were  moved  into 
it  and  one-half  of  the  equipment  remained  idle? 

Possibly  we  are  now  willing  to  abandon  our  former  method 
of  costing  and  adopt  a  method  based  on  normal  production,  or, 
in  other  words,  a  normal  cost. 

For  the  purposes  of  this  discussion  we  have  already  assumed 
that  normal  production  was  to  be  fixed  at  80  per  cent,  of  maxi- 
mum capacity.  We  must  now  define  normal  cost.  Suppose  we 
say  that  normal  cost  is  the  cost  that  would  obtain  when  production 
was  at  80  per  cent,  of  maximum  capacity.  If  production  is  only 
20  per  cent,  of  the  capacity  or  25  per  cent,  of  normal,  our  problem 
will  be  to  separate  the  expenditures  so  as  to  determine  what  is 
to  be  considered  as  cost  of  production  and  what  is  to  be  con- 
sidered under  some  other  head. 

My  proposal  is  that  shop  expenditures  be  divided  into  two 
classes.  One  class  will  be  the  cost  of  production.  The  other 
class  will  be  the  cost  of  keeping  idle  equipment  and  organization 
in  condition  to  produce.  When  the  plant  is  operating  to  normal 
capacity  all  expenditures  will  be  of  the  first  class,  i.e.,  cost  of 
production.  No  machines  are  idle  except  for  reasons  included  in 
our  20  per  cent,  allowance.  If  any  machines  are  idle  for  other 
reasons  the  expense  belongs  to  the  second  class,  i.e.,  cost  of  keep- 
ing idle  equipment  and  organization  in  condition  to  produce. 

Exhibit  A  illustrates  the  methods  of  obtaining  the  overhead 
rates.  Exhibit  B  shows  the  amount  of  idle  expense  and  of 
earnings  from  overtime.  Shop  burden  divides  into  two  main 
classes,  the  first  and  largest  being  expenses  which  are  constant, 
regardless  of  the  volume  of  production.  These  expenses  include 
the  taxes,  insurance,  depreciation,  watchmen,  superintendents  and 
other  expenses  of  keeping  the  organization  together  and  the  plant 
in  operating  condition. 

The  second  class  consists  of  expenses  which  vary  more  or 
less  with  the  volume  of  production  and  have  been  called 
"variable"  in  the  example  given.  In  this  illustration  the  constant 
expense  is  $30,000.00  under  all  three  conditions.  The  variable 
expense  is  $10,000.00  under  normal  conditions  or  conditions  of 
full  operation.  It  is  $2,500.00  when  the  plant  is  operating  to  only 
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25  per  cent,  of  normal,  and  $20,000.00  when  a  night  turn  is  being 
operated  and  production  is  twice  the  normal. 

It  will  be  seen  that  the  overhead  rate  under  normal  conditions 
is  50  cents  an  hour  because  the  total  expense  is  $40,000.00  and 
the  total  operating  hours  80,000.  With  the  plant  operating  to 
only  25  per  cent,  of  normal  the  total  expense  is  $32,500.00  and 
the  operating  hours  20,000,  thus  giving  an  overhead  rate  of 
$1.62^2  an  hour.  With  the  plant  operating  a  night  shift,  the 
expense  is  $50,000.00  and  the  operating  hours  160,000,  thus  giving 
an  overhead  rate  of  31*4  cents  an  hour. 

You  will  note  that  simply  because  the  volume  of  production 
varies  the  overhead  rate  has  changed  from  50  cents  to  $1.62^2 
in  one  case,  and  to  31^t  cents  in  another  case.  Is  it  logical  to 
assume  that  such  a  change  should  be  borne  by  that  part  of  the 
product  for  which  the  demand  continues  normal  when  the  real 
fault  is  in  the  fluctuation  of  the  demand  for  some  other  item? 

At  this  point  it  might  be  well  to  explain  that  normal  rates  do 
not  mean  fixed  rates.  For  example,  if  the  rates  of  pay  for  com- 
mon labor  should  be  lowered,  this  would  lower  the  normal  rate 
to  the  extent  that  common  labor  was  a  part  of  the  expense.  If 
a  change  should  be  made  in  manufacturing  methods  which  would 
necessitate  more  common  labor,  this  would  raise  the  normal  rate. 

Exhibit  B  illustrates  costs  obtained  under  three  different  con- 
ditions. In  each  case  the  material  cost  is  $1.00  and  the  labor  cost 
for  eight  hours  is  $4.80.  The  burden  cost  will  be  calculated  on 
eight  hours  of  operation  in  each  case.  Under  normal  conditions, 
the  rate  will  be  50  cents  an  hour  and  the  amount  of  burden  $4.00. 
When  production  is  25  per  cent,  of  normal,  the  rate  will  be 
$1.62J4  and  the  amount  of  burden  $13.00.  When  production  is 
twice  the  normal,  the  rate  will  be  31^4  cents  and  the  amount  of 
burden  $2.50.  Our  total  unit  costs  then  are  $9.80,  $18.80  and 
$8.30  respectively. 

If  the  production  for  each  of  these  periods  is  charged  to  cost 
of  sales  at  these  figures,  the  entire  expense  of  the  plant  will  be 
taken  up ;  and  naturally  a  loss  will  be  shown  in  the  second  period 
because  of  a  lack  of  production.  An  excessive  profit  will  be 
shown  in  the  third  period  because  the  production  was  twice  the 
normal.  Both  these  results  are  misleading.  Would  it  not  be 
better  in  the  case  of  curtailed  production  to  say  that  the  normal 
operating  hours  were  80,000 — that  the  actual  time  of  operation 
was  only  20,000  hours — that  there  were  60,000  hours  of  idle  time, 
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during  which  the  constant  expense  went  on  as  usual  at  a  cost  of 
37J4  cents  an  hour,  resulting  in  a  loss  of  $22,500.00,  which  was 
due  to  idleness  rather  than  to  excessive  cost  of  manufacture? 

In  the  case  of  abnormal  production,  instead  of  operating 
80,000  hours  the  plant  operated  160,000.  The  constant  expense 
during  this  period  did  not  increase.  What  happened  was  that, 
because  of  the  unusual  demand,  we  worked  our  equipment  and 
organization  beyond  what  it  was  designed  for  and  that  these  80,000 
hours  of  extra  operation  resulted  in  an  additional  profit  of  37^2 
cents  an  hour  or  $30,000.00. 

If  the  manufacturing  costs  for  the  period  are  given  the  benefit 
of  this  $30,000.00,  it  will  be  misleading,  because  figures  will  be 
established  which  probably  will  never  be  duplicated  and  therefore 
cannot  be  used  by  the  sales  department  or  by  any  other  depart- 
ment. Would  it  not  be  better  to  credit  this  $30,000.00  directly  to 
profit  and  loss,  with  the  explanation  that  it  was  the  result  of 
operating  beyond  normal  capacity? 

Let  us  consider  some  of  the  advantages  of  following  the  new 
method  as  opposed  to  the  disadvantages  of  the  old.  In  consider- 
ing the  sales  policy,  the  normal-cost  method  furnishes  a  correct 
basis  for  sales  prices.  The  sales  department  is  informed  that  in 
cases  of  normal  production  the  cost  of  the  output  is  a  certain 
figure.  It  can  then  work  intelligently  with  full  confidence  that 
it  is  being  properly  informed  by  the  cost  department  and  that 
whatever  business  is  obtained  can  be  produced  at  a  profit.  Sales- 
men can  be  sent  out  with  instructions  to  take  all  the  business  they 
can  obtain  at  this  price,  whether  little  or  much.  In  addition  to 
knowing  the  profit  on  the  sales  which  are  made,  the  sales  depart- 
ment will  constantly  have  before  it  a  statement  of  the  loss  that 
is  being  sustained  because  sufficient  sales  are  not  being  made. 

In  considering  the  production  policy,  the  factory  manager  will 
understand  that  a  loss  is  being  incurred  while  the  factory  is  idle, 
and  that  whatever  he  is  allowed  to  produce  will  show  a  satisfac- 
tory cost  figure.  At  the  same  time  it  will  reduce  the  loss  which  is 
being  sustained  through  lack  of  operation.  If  the  factory  is  idle, 
every  order  should  be  received  with  rejoicing  and  not,  as  hereto- 
fore, with  the  knowledge  that  when  it  is  produced  it  will  show 
a  cost  greatly  in  excess  of  the  sales  price.  There  will  be  an  in- 
centive to  study  the  idle  departments  to  determine  any  use  that 
can  be  made  of  them  or  whether  it  is  profitable  to  keep  them  at 
all  or  not.  A  department  which  was  charged  with  idle  expense, 
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year  after  year,  might  result  in  more  loss  than  profit.  If  the 
company  is  anxious  to  hold  its  organization  together,  it  can  de- 
termine the  point  at  which  it  will  suffer  no  greater  loss  by  keeping 
its  employees  at  work  than  by  laying  them  off.  For  this  purpose 
let  us  rearrange  our  cost  illustration  as  shown  by  exhibit  D.  The 
burden  of  $4.00  is  divided  in  accordance  with  the  rates  shown  on 
exhibit  A.  The  variable  burden  at  12^2  cents  an  hour  is  $1.00 
and  the  constant  burden  at  37 J^  cents  an  hour  is  $3.00. 

It  is  evident  from  this  that  the  cost,  $9.80,  is  composed  of 
$3.00  which  is  constant  and  cannot  be  eliminated  by  laying  off 
employees  and  $6.80  which  is  variable  and  can  be  eliminated  by 
laying  off  employees.  Therefore,  anything  that  is  obtained  in 
excess  of  $6.80  will  reduce  the  loss  which  would  otherwise  be 
incurred  through  idleness. 

If  a  large  stock  of  raw  material  were  on  hand,  and  this  could 
be  disposed  of  as  finished  product  at  $6.80  a  unit,  the  plant  could 
be  operated  at  no  more  loss  than  if  it  were  idle.  The  inventory 
could  be  turned  into  cash  and  the  organization  could  be  maintained. 

Another  of  the  advantages  of  establishing  costs  on  the  basis 
of  normal  production  is  that  we  are  able  to  measure  the  cost  of 
idleness.  The  expense  which  cannot  be  allocated  to  costs  because 
it  is  due  to  a  lack  of  operation  is  certainly  the  cost  of  not  doing 
business  or,  in  other  words,  the  cost  of  idleness.  This  is  a  most 
important  fact  and  should  be  watched  constantly  by  those  re- 
sponsible for  the  outcome  of  the  business.  It  might  be  that  the 
cost  of  idleness  in  a  given  period  is  $50,000.00,  but,  by  securing 
a  certain  volume  of  business  at  cost,  some  of  the  overhead  could 
be  absorbed  and  the  loss  correspondingly  reduced.  This  would 
not  appear  in  the  profit-and-loss  statement  as  a  profit  but  it  would 
appear  as  a  reduction  of  a  loss. 

I  have  heard  some  accountants  express  their  condemnation  of 
so-called  normal  costs  with  a  good  deal  of  feeling.  It  has  been 
contended  that  it  is  a  dangerous  policy  and  that  the  purpose  of  a 
cost  system  is  to  determine  the  cost.  We  must  keep  in  mind  that 
all  expenditures  must  eventually  reach  the  debit  side  of  the  profit- 
and-loss  account.  The  only  choice  is  as  to  the  channel  through 
which  the  charge  is  to  be  made.  Shall  it  all  be  called  "cost  of 
sales"  whether  the  sales  be  big  or  little,  or  shall  part  of  it  be 
called  "cost  of  idleness"?  In  either  case  it  is  cost.  Which  will 
convey  the  most  information  to  the  executive? 
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Determination  of  Shop  Burden  Rates 

Normal                25%  of  Normal            200%  of  Normal 
Shop  expense                      cost  per  hr. 
Constant        $30,000.00      .37^        $30,000.00    1.50           $30,000.00      .18# 
Variable          10,000.00      .12^           2,500.00      .12^          20,000.00      .12*/2 

Total  exp.        40,000.00      .50 
Total  hours     80,000 

32,500.00    1.62J4         50,000.00      .31# 
20,000                         160,000 

Illustrations  of  Costs  and  Sales  Prices  Under  Different  Conditions 
Normal  25%  of  Normal         200%  of  Normal 


Material 
Labor  8  hours 
Burden  8  hours 

Total  unit  cost 
Selling  and  adm.  5% 

Profit  10% 

Total  operating  hrs. 


1.00 
4.80 
at  .50    4.00 

9.80 
.49 

10.29 
1.03 

11.32 

80,000 


1.00 
4.80 
13.00 

iaso 

.94 

1SL74 
1.97 

21.71 


20,000 
Idle  Time 


1.00 
4.80 
2.50 

"&30 

.42 

8.72 
.87 


59 


160,000 
Overtime 


60,000  hrs.  @  .37^    80,000  hrs.  @  .37^ 
$22,500.00    '  $30,000.00 


Comparison  of  Inventories,  Quantities  Being  the  Same  in  all 

Three  Examples 

Normal                       25%  of  Normal  200%  of  Normal 

Raw  material            $               $5,000.00             $               $5,000.00  $               $5,000.00 
Work  in  process 

Material                  6,000.00                               6,000.00  6,000.00 

Labor                      6,000.00                              6,000.00  6,000.00 

l°6%0Phrs!e  .50    8,000.00  20,000.00  1.62^  26,000.00  38,000.00  .31%    5,000.00  17,000.00 


Finished  stock 


1,000.00 
26,000.00 


1,000.00 
44,000.00 


1,000.00 
23,000.00 


Division  of  Cost  Between  Variable  and  Constant 

Material  1.00 

Labor  8  hours  4.80 

Variable  burden  8  hours  .12V2        1.00 


Constant  burden  8  hours 


6.80 
3.00 

9.80 
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Auditing  Federal  Reserve  Banks* 

By  FRANCIS  OAKEY 

There  should  always  be  excellent  reasons  for  selecting  one's 
own  work  as  a  topic  for  discussion.  I  hesitated  therefore  to  pre- 
pare a  paper  on  Auditing  Federal  Reserve  Banks  until  it  occurred 
to  me  that  on  account  of  its  extraordinary  aspects  the  subject 
might  be  interesting  to  the  members  of  the  Institute.  In  the 
first  place  a  federal  reserve  bank  is,  as  far  as  I  have  observed, 
the  only  going  concern  in  this  country  in  which  the  assets  and 
liabilities  can  be  completely  verified.  By  a  complete  verification 
I  mean  one  that  permits  the  auditor  to  give  a  certificate  unqualified 
by  opinion,  approximation  or  exception.  In  the  second  place, 
one  of  the  federal  reserve  banks,  namely  that  at  New  York,  is 
the  largest  bank,  if  not  the  largest  business  corporation,  in  the 
world,  when  measured  by  total  resources.  On  June  30th  of  this 
year  the  total  resources  of  the  largest  banks  in  the  world  ex- 
pressed in  dollars  were  approximately  as  follows : 

Federal  Reserve  Bank  of  New  York $1,544,000,000 

London  Joint  City  &  Midland  Bank 1,514,000,000 

Lloyds  Bank 1,336,000,000 

Barclay's  Bank 1,300,000,000 

I  have  no  statements  of  the  Bank  of  England,  the  Bank  of 
France  and  the  Imperial  Bank  of  Germany  as  of  June  30,  1921. 
Their  statements  immediately  after  that  date  show  total  resources 
as  follows: 

Bank  of  England  July  20, 1921     $1,217,000,000 

Bank  of  France  July  16, 1921          966,000,000 

Imperial  Bank  of  Germany  July  7, 1921  1,447,000,000 
Finally,  the  broader  question  of  safeguarding  the  resources  of 
the  federal  reserve  system  by  a  process  of  audit  may  be  of 
interest  to  you.  These  resources  have  aggregated  nearly  six  and 
one-half  billions  of  dollars  and  the  fiduciary  holdings  several 
billions  more. 

Before  discussing  the  auditing  problem,  it  is  well  to  outline 
briefly  the  organization,  functions  and  powers  of  federal  reserve 
banks. 

*A    paper  read   at   the   annual   meeting   of   the   American    Institute    of   Accountants, 
September  21,  1921. 
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The  country  is  divided  into  twelve  federal  reserve  dis- 
tricts, in  each  of  which  a  federal  reserve  bank  is  established. 
The  capital  stock  of  a  federal  reserve  bank  is  subscribed  by  the 
member  banks  in  its  district,  each  member  bank  being  required 
to  subscribe  to  an  amount  of  capital  stock  equal  to  6  per  cent,  of  its 
capital  and  surplus.  All  national  banks  are  required  by  the  federal 
reserve  act  to  become  members.  State  banks  and  trust  companies 
may  become  members  by  complying  with  certain  requirements. 
Each  federal  reserve  bank  has  a  board  of  directors  of  nine  mem- 
bers, six  of  whom  are  chosen  by  the  member  banks,  and  three 
are  designated  by  the  federal  reserve  board.  One  member  appointed 
by  the  federal  reserve  board  is  chairman  of  the  board  of  directors 
and  also  federal  reserve  agent.  This  officer  in  his  capacity  as 
federal  reserve  agent  is  the  representative  of  the  federal  reserve 
board.  His  duties  include  the  issuance  of  federal  reserve  notes 
to  the  federal  reserve  bank  to  which  he  is  appointed  upon  receipt 
of  collateral  consisting  of  gold  or  eligible  commercial  paper.  The 
federal  reserve  board  is  the  regulating  and  supervising  body  over 
all  the  federal  reserve  banks ;  it  consists  of  seven  members  includ- 
ing the  secretary  of  the  treasury  and  the  comptroller  of  the  cur- 
rency, who  are  members  ex  officio,  and  five  members  appointed 
by  the  president  with  the  advice  and  consent  of  the  senate. 

The  duties  of  a  federal  reserve  bank  consist  of  holding  the 
reserves  of  member  banks,  receiving  deposits  from  and  paying 
cheques  of  member  banks ;  it  has  the  power  to  rediscount  eligible 
commercial  paper  offered  by  member  banks,  to  make  advances 
to  member  banks  on  their  own  notes,  to  issue  federal  reserve 
notes  secured  by  gold  or  by  eligible  commercial  paper  and  gold, 
to  issue  federal  reserve  bank  notes  secured  by  United  States 
bonds,  to  purchase  securities  for  investment,  to  buy  and  sell 
acceptances  and  gold  in  the  open  market,  to  collect  for  member 
banks  cheques,  notes  and  drafts.  It  is  also  its  duty  to  act  as  fiscal 
agent  of  the  United  States. 

The  discharge  of  these  functions  results  in  the  possession  of 
cash,  securities  and  commercial  paper  under  various  responsibilities 
so  that  an  effective  examination  of  a  federal  reserve  bank  involves 
much  more  than  the  verification  of  the  bank's  assets  and  liabilities. 
More  concretely  stated,  such  an  examination  consists  of  four 
parts,  namely: 

1.  The  verification  of  assets  and  liabilities ; 

2.  The  examination  of  securities  held  in  safekeeping; 
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3.  The  examination  of  securities  held  as  fiscal  agent  of  the 

United  States  government; 

4.  The  examination  of  the  federal  reserve  agent's  department. 
Let  us  consider  these  in  order. 

VERIFICATION  OF  ASSETS  AND  LIABILITIES 
The  transactions  of  a  federal  reserve  bank  that  affect  its  own 
assets  and  liabilities  are  entirely  with  other  banks,  with  the  United 
States  treasury  and  with  certain  foreign  governments.  The  open- 
market  operations  in  acceptances  and  securities  are,  of  course, 
often  with  bankers  and  brokers,  but  are  in  all  cases  cash  trans- 
actions. The  result  is  that  the  liabilities  on  the  books  consist 
solely  of  the  following  classes: 

1.  Outstanding  federal  reserve  notes, 

2.  Outstanding  federal  reserve  bank  notes, 

3.  Balances  due  member  banks, 

4.  Balances  due  foreign  banks, 

5.  Balances  due  the  United  States  treasury, 

6.  Balances  due  foreign  governments. 

Outstanding  federal  reserve  notes  and  bank  notes  can  be 
verified  by  direct  confirmation  with  the  United  States  treasury. 
All  the  other  liabilities  can  be  verified  by  confirmations  received 
direct  from  the  creditors  in  the  form  of  statements,  reconcile- 
ments or  letters.  In  this  way  it  is  not  only  practicable  to  effect 
a  complete  verification  of  all  liabilities  shown  by  the  books  but  also 
to  discover  any  liability  that  may  exist  that  the  books  may  not 
reveal,  since  confirmations  can  be  obtained  from  every  bank  in 
the  district.  In  commercial  practice  it  is  not  only  impracticable 
but  theoretically  impossible  to  establish  all  liabilities  and  to  verify 
them  by  confirmations  from  individual  depositors  or  trade  cred- 
itors. Such  confirmations  must  be  confined  to  the  names  that 
appear  in  the  books,  and  even  if  these  are  confirmed  in  full — 
a  rare  achievement  in  a  concern  of  any  size — there  may  still 
remain  liabilities  neither  shown  by  the  books  nor  reported  by 
the  client. 

Turning  to  the  resources  we  find  that  they  consist  of  eight 
main  classes,  namely:  (1)  gold  reserves;  (2)  other  cash  reserves 
consisting  of  legal  tender  notes,  silver  coin  and  certificates; 
(3)  miscellaneous  currency  and  minor  coin;  (4)  exchanges  and 
cash  items;  (5)  balances  due  from  other  federal  reserve  banks, 
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from  member  banks  and  from  foreign  banks;   (6)   rediscounts 
and  advances;  (7)  investments;  and  (8)  miscellaneous  assets. 

A  complete  verification  of  all  these  resources  may  be  readily 
effected  as  follows: 

Gold  reserves  consist  of  several  parts,  namely : 

First:  The  gold  redemption  fund  on  deposit  with  the  United 
States  treasury  to  redeem  federal  reserve  notes — this  may 
be  verified  by  confirmation. 

Second:  Gold  on  deposit  with  the  federal  reserve  agent  to 
secure  federal  reserve  notes — this  may  be  verified  by  in- 
spection and  count  and  by  confirmation. 

Third:  The  gold  settlement  fund,  a  deposit  with  the  United 
States  treasury  to  effect  settlements  with  other  federal 
reserve  banks — this  may  be  verified  by  confirmation. 

Fourth :  Gold  bullion,  coin  and  certificates  on  hand — this  may 
be  verified  by  inspection  and  count. 

Fifth:  Gold  in  custody  of  the  Bank  of  England — this  may 
be  verified  by  confirmation. 

Sixth :  Gold  at  the  assay  office  in  process  of  assay — this  may 
be  verified  by  inspection  of  gold  warrants. 

The  other  assets — which  include  miscellaneous  cash  on  hand, 
exchanges  and  cash  items,  balances  due  from  other  banks,  redis- 
counts and  advances  and  investments — may  be  verified  by  the 
methods  commonly  used  in  examinations  of  commercial  banks. 
There  is,  however,  one  important  difference.  In  a  federal  reserve 
bank  a  complete  verification  of  loans  and  collateral  may  be 
effected  by  obtaining  confirmations  from  every  bank  in  the  dis- 
trict, in  addition  to  the  inspection,  count  and  proof  of  notes  and 
securities. 

In  commercial  practice  it  is  theoretically  impossible  and  gen- 
erally impracticable  to  effect  a  complete  verification  of  receivables. 
It  is  true  that  in  examinations  of  commercial  banks  the  confirma- 
tion of  loans  is  sometimes  attempted  and  occasionally  with  satis- 
factory results,  but  in  other  commercial  audits  it  is  rare  that 
the  client  permits  confirmation  of  receivables  and  rarer  still  when 
such  procedure  achieves  the  purpose  desired.  In  any  case  the 
scope  of  the  confirmation  must  be  confined  to  the  names  that 
appear  in  the  books  and  may  not  reveal  unrecorded  items. 
Finally,  one  of  the  most  difficult  problems  in  all  examinations  and 
audits — namely,  determining  whether  the  receivables  are  good 
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assets  or  not — hardly  exists  in  the  audit  of  a  federal  reserve  bank. 
The  loans  are  due  from  national  banks  and  from  state  banks  and 
trust  companies  that  have  met  the  requirements  of  membership; 
a  large  portion  is  secured  by  the  highest  grade  of  collateral;  the 
rediscounts  bear  the  names  of  makers  of  eligible  character  and  a 
bank  endorsement.  The  possibility  of  loss  is  remote. 

Again,  the  problem  of  determining  the  real  value  of  invest- 
ments as  an  asset — often  a  difficult  one  in  commercial  practice- 
does  not  exist  in  the  examination  of  a  federal  reserve  bank.  The 
investments  held  consist  only  of  United  States  securities. 

The  methods  of  verifying  surplus  and  profit  and  loss,  income 
and  expense  are  the  same  as  those  used  in  the  audit  of  a  com- 
mercial bank. 

EXAMINATION  OF  SECURITIES  HELD  IN  SAFEKEEPING 
The  verification  of  assets  and  liabilities  that  has  been  outlined 
constitutes  the  first  part  of  an  examination  of  a  federal  reserve 
bank.  The  second  part  consists  in  counting  and  confirming  securi- 
ties held  in  safekeeping.  Generally  speaking  these  securities  be- 
long to  member  banks,  but  in  some  cases  federal  reserve  banks 
act  as  custodians  of  securities  for  the  United  States  government. 
The  verification  consists,  first,  in  ascertaining  that  the  securities 
on  hand  are  in  accordance  with  the  requirements  of  the  bank 
records  and,  second,  that  as  shown  by  confirmations  they  are  in 
agreement  with  the  records  of  the  depositors  or  owners. 

EXAMINATION  OF  SECURITIES  HELD  AS  FISCAL  AGENT  OF  THE 

UNITED  STATES 

The  third  part  of  the  examination  consists  of  counting  and 
confirming  securities  held  as  fiscal  agent  of  the  United  States. 
These  consist  of  three. general  classes,  namely:  (1)  Liberty  bonds 
and  Victory  notes  belonging  to  the  United  States  government, 
held  by  the  bank  for  exchange  of  denomination,  conversion,  regis- 
tration, exchange  of  temporary  for  permanent  certificates  and 
exchange  of  registered  for  coupon  form;  (2)  United  States  cer- 
tificates of  indebtedness  belonging  to  the  United  States  held  by 
the  bank  for  distribution,  exchange  of  denomination,  etc. ; 
(3)  securities  pledged  by  member  banks  as  collateral  for  United 
States  deposits.  The  verification  of  these  classes  of  securities 
consists  in  ascertaining,  first,  that  the  securities  on  hand  are  in 
accordance  with  the  requirements  of  the  bank  records  and,  second, 
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that  as  shown  by  confirmations  they  are  in  accordance  with  the 
records  of  the  owners. 

EXAMINATION  OF  THE  FEDERAL  RESERVE  AGENT'S  DEPARTMENT 

The  fourth  part  of  the  examination  consists  of  verifying  the 
federal  reserve  notes,  commercial  paper  and  gold  in  possession  of 
the  federal  reserve  agent.  This  is  accomplished  by  a  physical 
count.  The  total  of  federal  reserve  notes  found  is  a  factor  in 
verifying  the  amount  of  such  notes  outstanding. 

This  outline  covers  the  important  points  in  the  theory  which, 
in  my  opinion,  should  govern  the  examination  of  a  federal  re- 
serve bank.  Time  does  not  permit  a  discussion  of  the  many 
problems  that  arise  in  putting  this  theory  into  practice.  Suffice 
it  to  say  that  the  examination  described  has  been  successfully 
accomplished  on  a  number  of  occasions.  For  example,  in  the 
federal  reserve  bank  of  New  York  two  such  examinations  are 
made  each  year.  One  of  these,  which  took  place  as  of  the  close 
of  business  May  29,  1920,  was,  I  believe,  the  largest  examination 
ever  made,  when  measured  by  total  resources  verified.  On  that 
date  the  total  assets  of  the  federal  reserve  bank  of  New  York 
amounted  to  over  two  billion  dollars,  and  the  securities,  gold,  etc., 
held  in  a  fiduciary  capacity  amounted  to  $3,600,000,000,  approxi- 
mately, making  a  grand  total  of  over  $5,600,000,000  subject  to 
examination.  Of  this  total  $1,425,000,000  of  Liberty  loan  bonds 
and  Victory  notes  held  for  the  United  States  government  were 
examined  at  a  subsequent  date.  Thus  the  total  of  resources  exam- 
ined as  of  May  29,  1920,  was  $4,175,000,000  which  included  : 

(1)  The  assets  of  the  bank $2,000,000,000 

(2)  Securities  held  in  fiduciary  capacity. . .     2,175,000,000 


$4,175,000,000 

As  an  indication  of  the  volume  of  work  done  a  few  statistics 
may  be  of  interest  to  you. 

Gold  bullion  and  coin  amounting  to  approximately  $223,000,000 
were  inspected  and  counted. 

Currency  of  all  classes  approximating  $218,000,000  was  veri- 
fied by  physical  count. 

Bills  representing  rediscounts  and  advances  and  acceptances 
purchased  amounting  to  over  one  billion  dollars  were  examined 
and  checked  to  the  records. 
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Deposits  aggregating  $944,000,000  were  verified  by  confirmed 
reconcilements. 

Two  similar  examinations  have  since  been  made,  one  as  of 
October  29,  1920,  in  which  $3,760,000,000  of  resources  were 
verified,  and  another  as  of  June  24,  1921,  involving  the  verifica- 
tion of  $4,231,000,000. 

Since  the  cash,  notes  and  securities  move  very  rapidly,  careful 
planning  is  necessary  in  order  that  the  operations  of  the  bank 
may  not  be  impeded. 

The  plan  specified  the  jobs  to  be  done  each  day,  the  order  of 
work,  the  organization  of  the  force  for  each  day's  work  including 
the  assignment  of  each  man  and  other  details  too  numerous  to 
mention.  The  active  cash,  the  exchanges  and  cash  items,  the 
notes  and  acceptances  must  be  verified  and  proved  the  day  of  the 
examination  so  as  to  be  released  the  following  morning,  and  also 
so  that  the  whole  force  will  be  immediately  available  thereafter 
to  begin  the  examination  of  securities.  Within  two  days  collateral 
for  rediscounts  and  advances,  collateral  for  government  deposits 
and  active  securities  held  in  safekeeping,  if  possible,  must  be 
inspected,  counted  and  checked  against  the  records  and  the  records 
must  be  proved  to  the  controls,  so  that  the  securities  can  be 
released.  For  this  work  the  force  is  divided  into  four  sections, 
namely,  counting  section,  checking  section,  exceptions  section  and 
vault  section. 

The  vault  section  takes  the  securities  from  the  vault  com- 
partments, packs  them  in  trunks,  recording  the  number  of  pack- 
ages and  the  trunk  number,  and  routes  the  trunks  to  the  counting 
section.  The  counting  section  examines  and  counts  the  securities, 
records  the  count  on  work  sheets,  transmits  the  work  sheets  to 
the  checking  section  and  routes  the  trunks  of  counted  securities 
back  to  the  vault  section.  The  checking  section  checks  the  work 
sheets  against  the  records  and  proves  the  records  and  the  work 
sheets  to  the  controls.  The  exceptions  crew  looks  up  any  differ- 
ences between  the  work  sheets  and  the  records.  While  this  is 
going  on  a  small  group  of  stenographers  is  sending  out  letters 
requesting  confirmations  of  loans,  securities,  etc.,  and  the  book- 
keeping department  has  already  sent  out  statements  of  member 
banks'  accounts  with  reconcilement  blanks  enclosed.  Meanwhile 
several  men  are  at  work  proving  the  remittance  accounts.  During 
the  following  weeks  the  reserve  cash  is  counted,  the  inactive 
securities  held  in  safekeeping  are  verified,  gold  bars  are  inspected, 
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accounts  with  other  banks  are  reconciled  and  the  confirmations 
are  checked  and  proved.  Within  two  months  after  the  date  of 
the  examination  all  confirmations  are  received  and  all  accounts 
with  other  banks  are  reconciled,  excepting  a  few  foreign  ones, 
and  then  a  report  is  made  to  the  board  of  directors.  This  report 
contains  a  few  exceptions  which  are  subsequently  disposed  of  so 
that  finally  it  is  possible  to  give  an  unqualified  certificate. 

In  addition  to  these  balance-sheet  examinations  there  is  also 
a  current  audit,  the  purpose  of  which  is  to  detect  errors,  excep- 
tions or  discrepancies  promptly  and  to  dispose  of  them  before 
the  facts  get  cold.  The  main  operations  of  the  current  audit 
include  frequent  reconcilements  of  accounts  with  other  banks,  the 
daily  checking  of  shipments  of  securities  and  currency  both  in- 
ward and  outward,  the  daily  checking  of  transactions  in  govern- 
ment securities,  the  daily  checking  of  the  general  ledger  entries 
and  the  statement  of  condition  and  the  audit  of  expenses  and  of 
earnings.  From  time  to  time,  also,  examinations  are  made  of 
certain  departments  or  divisions. 

The  subject  of  auditing  federal  reserve  banks  is  a  large  one 
and  can  be  presented  only  in  outline  on  an  occasion  of  this  kind. 
Numerous  details  must  necessarily  be  omitted.  It  is  a  subject, 
however,  of  the  utmost  importance,  since  it  involves  nothing  less 
than  the  protection  of  resources  that  are  the  foundation  of  our 
banking  and  currency  systems.  These  resources  are  held  by  the 
federal  reserve  banks  in  ownership,  but  in  a  larger  sense  they  are 
the  resources  of  the  public,  the  note  holders  and  the  commercial 
banks  of  the  country.  They  are  of  the  most  liquid  character  and 
the  greater  part  easily  negotiated.  They  must  be  rigidly  safe- 
guarded. Every  necessary  and  desirable  step,  every  precaution 
must  be  taken  to  this  end.  In  making  this  effort  there  is  no 
more  important  measure  to  be  adopted  than  that  of  establishing 
efficient  auditing. 


341 


The  Traveling  Auditor 

By  HERBERT  W.  JOYCE 

The  traveling  auditor  representing  a  large  industrial 
organization  must  be  a  man  of  the  resourceful  type — a  thorough 
accountant  with  a  clear  understanding  of  prevailing  business 
methods.  Although  his  chief  function  is  to  audit  the  books 
and  accounts,  nevertheless  many  problems  outside  the  realm 
of  what  might  be  termed  strictly  accounting  will  be  submitted 
to  him  for  solution,  such  as  matters  connected  with  the  exten- 
sion of  credits,  collections,  matters  of  general  policy,  etc.  He 
may  not  be  called  upon  to  solve  these  problems  in  an  official 
manner,  but  considerable  dependence  will  be  placed  upon  his 
opinion.  This  article  is  intended  to  deal  principally  with  the 
question  of  efficiency  in  the  traveling  auditor's  regular  work. 
His  efficiency  may  be  judged  in  several  ways,  as  follows: 

1.  By  the  length  of  time  required  to  conduct  an  audit. 

It  is  a  well  known  fact  that  considerable  time  may  be  wasted 
on  an  audit  through  failure  properly  to  plan  out  the  work,  and 
for  this  reason  it  is  always  advisable  to  lay  out  an  audit  pro- 
gramme before  commencing  the  actual  auditing  work.  Ex- 
perience has  taught  that  by  listing  the  names  of  the  various 
individuals  in  the  accounting  department,  together  with  the 
various  books  kept  by  each  individual,  considerable  time  is 
saved  which  otherwise  would  be  consumed  by  duplicate 
inquiries. 

In  the  auditing  of  vouchers  time  can  be  saved  by  checking 
the  vouchers  in  groups  and  placing  a  check  mark  opposite  the 
entry  covering  the  first  and  last  vouchers  of  the  group.  By  this 
method,  instead  of  having,  say,  fifty  check  marks  for  a  group 
of  vouchers,  only  two  check  marks  will  be  made,  but  the  efficacy 
of  the  audit  will  be  in  no  way  impaired. 

2.  By  the  ability  of  the  traveling  auditor  to  accomplish  his 
work  with   as   little   interference  as   possible   in   the   regular 
routine  work  of  the  office  under  review. 

Upon  commencing  an  audit,  it  is  always  well  to  make 
arrangements  with  the  chief  accountant,  advising  that  the  general 
policy  will  be  to  use  only  such  books  as  can  be  spared.  Under 
this  plan,  certain  books  will  be  turned  over  daily  and  these 
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books  will  be  available  usually  for  auditing  purposes  for  a 
certain  specified  time.  It  is  always  desirable,  however,  for 
the  traveling  auditor  to  have  his  programme  so  arranged  that, 
should  the  accounting  department  require  a  book  quickly  in  an 
emergency,  it  can  be  turned  over  and  another  branch  of  the 
work  started  without  retarding  the  auditing  work.  In  some 
cases  it  has  been  found  advantageous  in  large  offices  to  main- 
tain loose-leaf  voucher  record  books  or  bound  books  covering 
alternate  months  for  the  reason  that  very  often  the  same  book 
is  required  by  the  voucher  clerk,  the  ledger  clerk  and  the  trav- 
eling auditor  at  the  same  time. 

Although  it  is  the  prevailing  custom  in  most  offices  to  record 
journal  and  disbursement  vouchers  in  one  book,  using  the 
same  distribution  columns  for  both  classes  of  vouchers,  never- 
theless where  large  numbers  of  journal  vouchers  are  recorded 
it  is  often  found  desirable  to  keep  a  separate  voucher  record 
exclusively  for  journal  vouchers.  This  plan  works  for  effi- 
ciency in  the  same  manner  as  previously  outlined  for  the  use 
of  loose-leaf  and  alternate  voucher  record  books. 

3.  By  his  ability  to  improve  the  accounting  methods. 

Very  often  the  traveling  auditor  will  find  that  there  is 
considerable  duplication  of  work,  although  perhaps  some  ap- 
parent justification  for  the  keeping  of  duplicate  records  will 
exist.  In  attempting  to  remedy  a  condition  of  this  kind,  the 
traveling  auditor  must  proceed  with  extreme  caution.  If  nec- 
essary a  day  or  two  should  be  spent  in  going  over  the  subject 
in  great  detail  with  a  view  to  being  able  to  refute  any  argu- 
ments which  may  be  advanced  in  support  of  the  existing 
methods  by  either  the  local  accounting  department  or  by  the 
executives  in  charge  of  the  office.  For  instance,  if  it  is  found 
that  the  accounting  department  and  the  sales  department  are 
tabulating  practically  the  same  information,  it  may  be  desir- 
able to  have  the  accounting  department  furnish  the  necessary 
information  to  the  sales  department  rather  than  to  have  both 
departments  keep  similar  records.  This  is  often  the  case  with 
statistical  information  relative  to  the  efficiency  of  traveling 
salesmen,  various  territorial  statistics,  etc. 

One  of  the  most  prolific  sources  of  wasted  effort  in  an 
accounting  office  is  the  unnecessary  transcribing  of  records 
where  carbon  copies  of  the  original  could  be  used  for  the  per- 
manent record.  By  the  installation  of  loose-leaf  methods  the 
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traveling  auditor  will  often  find  it  possible  to  cut  down  the 
clerical  work  considerably.  When  cases  of  this  kind  come 
within  the  observation  of  the  traveling  auditor,  he  should  en- 
deavor to  install  such  labor-saving  devices  as  may  be  prac- 
ticable, always,  however,  consulting  with  the  chief  accountant, 
having  in  mind  that  a  system  adopted  with  the  approval  of 
the  local  accounting  head  will  probably  be  heartily  supported 
by  the  local  staff. 

4.  By  his  ability  to  discover  any  factors  contributing  to 
financial  loss  on  the  part  of  the  office  under  review. 

It  is  quite  natural  to  assume  that  if  a  traveling  auditor  rep- 
resents an  annual  outlay  to  his  employers  of  a  certain  amount 
per  annum,  and  if  he  is  able  in  the  course  of  a  year  to  discover 
overpayments  in  excess  of  this  amount,  his  efficiency  will  not 
be  open  to  question,  because  he  has  been  practically  self- 
sustaining,  and  all  work  of  a  constructive  nature  which  he  has 
accomplished  during  the  year  has  not  involved  expense  to  his 
employers. 

There  are  many  ways  in  which  the  traveling  auditor  by  the 
exercise  of  perception  may  discover  overpayments  which  might 
never  be  brought  to  light  by  the  local  accounting  force.  In 
the  first  place,  he  is  at  a  great  advantage  because  in  conducting 
his  auditing  work  he  is  able  to  concentrate  entirely  upon  it 
and,  unlike  the  chief  accountant,  is  not  occupied  with  matters 
of  daily  routine  which  must  receive  attention.  Therefore,  in 
the  auditing  of  disbursements,  it  behooves  the  traveling  auditor 
to  investigate  from  every  possible  angle  every  voucher  which 
comes  within  his  observation.  It  will  be  found  by  experience 
that  vouchers  which  are  apparently  correct  in  every  respect 
may  conceal  overpayments  of  substantial  amounts.  It  is  only 
by  reference  to  purchase  contracts  and  other  available  data 
that  discrepancies  may  be  revealed. 

For  instance,  a  carload  of  goods  may  be  bought  "delivered." 
The  shipper  may  forward  the  car  "freight  charges  collect." 
Under  the  voucher  system  of  accounting,  unless  complete  sup- 
plementary records  of  purchases  are  carefully  maintained,  it 
is  quite  possible  that  freight  charges  of  this  kind  may  be 
absorbed  by  the  receiving  plant  through  failure  of  the  local 
accounting  department  to  make  the  proper  deduction  from  the 
invoice  in  making  settlement.  Of  course,  the  voucher  would 
not  reveal  that  this  freight  had  been  absorbed  although  some 
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clue  to  the  fact  might  be  gleaned  from  the  purchase  invoice. 

To  follow  this  question  of  freight  still  further,  it  is  quite 
possible  that  a  carload  of  goods  for  delivery  at  Baltimore  may 
be  bought  f.  o.  b.  Cincinnati,  Ohio,  "freight  collect."  The 
actual  shipment  may  have  been  made  from  St.  Louis,  Missouri. 
The  differential  in  freight  may  be  $5  a  ton.  Unless  a  careful 
investigation  be  made,  not  only  of  the  contract  covering  the 
shipment  but  also  of  the  "freight  inward"  account,  this  addi- 
tional freight  may  be  absorbed,  although  it  should  properly  be 
deducted  from  the  voucher  covering  payment  to  the  shipper. 

Often  a  plant  shipping  goods  to  customers  will  make  some 
sales  contracts  f.  o.  b.  shipper's  factory  while  others  will  be 
made  on  a  delivered-at-destination  basis.  The  traveling  auditor 
must  pay  particular  attention  to  the  "freight  outward"  account 
where  such  a  condition  exists  because,  unless  there  is  a  good 
check  on  the  freight  disbursements,  there  is  a  possibility  that 
the  billing  department  may  fail  to  charge  customers  for  freight 
which  has  been  prepaid  for  their  account.  Owing  to  the  pre- 
vailing high  freight  rates,  overpayments  represented  by  the 
incorrect  handling  of  freight  charges  will  involve  substantial 
sums  and,  in  nearly  every  instance,  will  more  than  compensate 
for  the  time  spent  in  the  necessary  investigation. 

The  subject  of  freight  has  been  covered  in  some  detail 
owing  to  its  importance  (particularly  in  manufacturing  con- 
cerns), but  many  examples  of  overpayments  have  been  found 
due  to  other  causes.  Frequently  overpayments  are  due  to  the 
payment  of  duplicate  invoices,  the  payment  of  statements  when 
invoices  covering  them  have  previously  been  paid  and  the 
payment  of  credit  memoranda  as  invoices.  Overpayments  also 
may  be  due  to  failure  to  deduct  discounts,  interest  cover- 
ing anticipated  payments  and  special  concessions  allowed  by 
contract.  Financial  loss  may  result  from  the  distribution  to 
current  expenses  of  charges  which  are  intended  for  individual 
accounts.  While  errors  arising  in  this  manner  may  occur 
infrequently,  the  traveling  auditor  must  continually  exercise 
caution  in  the  passing  of  disbursement  vouchers  in  order  to 
discover  anything  irregular. 

An  endeavor  has  been  made  in  the  foregoing  to  outline 
various  methods  whereby  the  traveling  auditor  can  accomplish 
results  of  a  nature  beneficial  to  his  employers.  In  conclusion 
it  might  be  well  to  state  thaj:  the  reports  which  he  has  sub- 
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mitted  to  the  management  will  reflect  to  a  great  extent  the 
measure  of  his  efficiency.  He  should  prepare  at  the  close  of 
each  year  a  resume  outlining  briefly  such  changes  as  have  been 
made  involving  economy  of  operation  and  tabulating  such  re- 
coveries of  overpayments  as  he  has  been  able  to  make  and 
submit  it  to  the  general  auditor.  By  this  method  not  only  does 
he  bring  to  the  notice  of  the  general  auditor  what  he  has 
accomplished  for  the  company  during  the  year,  but  he  calls  to 
mind  such  improvements  as  have  been  made  and  makes  it 
possible  for  the  general  auditor  to  review  the  results  of  the 
year's  work  and  extend  the  benefits  derived  to  other  branches 
of  the  company's  activities. 
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Treatment  of  Weight  and  Degradation 
Losses  by  Coal  Dealers 

By  HERBERT  B.  HAWKINS 

No  single  element  in  determining  the  cost  of  handling  coal 
has  caused  more  discussion  among  coal  dealers  and  coal  trade 
associations  nor  has  been  the  topic  of  more  articles  written  for 
the  trade  papers  than  the  losses  which  accrue  as  a  result  of  the 
"loss  in  weight"  and  the  "loss  by  degradation."  In  most  articles 
which  have  appeared  in  trade  journals  and  in  discussions  de- 
veloped in  association  meetings  and  conventions,  the  cost  of 
degradation  has  been  so  entwined  with  the  cost  of  the  loss 
in  weight  that  the  distinction  between  the  two  has  been  com- 
pletely lost.  This  is  unfortunate,  for  the  reason  that  any  state- 
ment which  purports  to  show  these  losses  in  a  single  amount  and 
as  a  result  of  a  single  operation  must  not  only  fall  distinctly  short 
of  displaying  the  facts,  because  of  the  radical  difference  in  the 
nature  of  each  of  them,  but  also  obscures  an  element,  the  im- 
portance of  which  most  dealers  have  been  prone  to  underestimate, 
principally  for  want  of  a  practical  method  of  accounting  to  de- 
termine it. 

As  used  herein,  degraded  coal,  or  coal  upon  which  the  loss 
by  degradation  is  computed,  may  be  defined  as  coal  of  a  smaller 
size  obtained  from  coal  of  a  larger  size,  as  a  result  of  screening. 
The  average  dealer  is  not  particularly  interested  in  knowing  the 
cost  of  degradation  or  cost  of  loss  in  weight  as  applied  to  each 
size  of  coal  purchased,  but  he  is  interested  in  knowing  the  cost  of 
these  elements  as  a  result  of  all  sizes  of  coal  purchased. 

Undoubtedly,  it  would  be  desirable  to  obtain  the  costs  of  these 
elements  for  every  size  of  coal  purchased,  but  only  by  the  de- 
tailed weighing  of  each  size  and  then  by  weighing  in  detail  screen- 
ings obtained  from  each  size  could  this  be  determined,  so  that  it 
might  prove  impractical  except  under  ideal  conditions,  for  ex- 
ample, in  a  coal  yard  where  one  size  was  handled  exclusively  and 
where  this  detailed  weighing  of  screenings  could  be  eliminated. 
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Loss  in  weight  is  the  difference  between  the  total  amount  of 
all  coal  purchased  and  that  which  is  not  actually  accounted  for  as 
sales  or  inventory,  as  for  example : 

Tons 
Inventory  at  beginning,  all  sizes 100 

Add  purchased  during  period,  all  sizes 1,000 

Total    1,100 

Less  inventory  end  of  period,  all  sizes 200 

Balance  to  be  accounted  for  as  sales 900 

Actual  sales  as  per  sales-book 850 

Loss  in  weight 50 

Some  writers  have  ventured  the  statement  "that  coal  which 
blows  away  is  part  of  the  loss  from  degradation."  This  theory 
of  course  cannot  be  accepted,  for  if  a  dealer  buys  100  tons  of 
coal,  sells  97  tons  and  has  no  coal  remaining,  he  cannot  have  3 
tons  of  degraded  coal  nor  any  loss  from  degradation.  In  other 
words,  his  loss  of  3  tons  is  not  a  loss  by  degradation  even  though 
he  may  have  actually  had  100  tons  in  his  yard — it  is  a  loss  due 
to  loss  in  weight. 

In  preparing  the  statement  attached  hereto,  it  will  be  noted 
that  the  loss  due  to  the  loss  in  weight  is  the  difference  between 
the.  total  number  of  tons  actually  accounted  for  (irrespective  of 
the  sizes  in  which  it  was  sold)  and  the  number  of  tons  which 
should  have  been  accounted  for  as  sales.  The  cost  of  this  loss  in 
weight  is  the  number  of  tons  shown  to  have  been  lost  (line  6, 
column  A),  multiplied  by  the  average  unit  cost  per  ton  (line  11, 
divided  by  line  2)  of  all  grades  of  coal  purchased  (egg,  stove, 
nut,  pea,  miscellaneous  sizes,  columns  C,  D,  E,  F),  it  being  as- 
sumed in  this  case  that  in  order  to  determine  the  profit  on  all  coal 
sold  it  matters  not  whether  there  was  an  overage  in  weight  in 
one  size  or  a  shortage  in  weight  in  another.  Although  as  stated 
under  the  heading  of  degradation  it  would,  of  course,  be  desir- 
able if  the  actual  loss  from  loss  in  weight  with  respect  to  each 
size  could  be  obtained,  still  for  practical  purposes  and  particu- 
larly for  purposes  of  this  statement  which  is  constructed  to  show 
these  elements  for  all  coal,  irrespective  of  sizes,  it  is  not  neces- 
sary. After  determining  the  amount  of  coal  lost  in  weight  and 
allocating  it  over  the  various  sizes  purchased,  it  will  be  noted  that 
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there  are  yet  other  differences  with  respect  to  the  various  sizes 
of  coal  sold  and  the  number  of  tons  which  should  have  been  sold. 
In  other  words,  the  number  of  tons  by  which  the  regular  sizes 
handled  are  in  excess  of  the  number  of  tons  which  were  sold  of 
those  sizes  equals  the  number  of  tons  which  were  reduced  to 
degraded  coal,  or  smaller  sizes.  In  order  to  determine  the  loss 
on  this  coal  which  has  been  degraded  to  smaller  sizes,  it  is  neces- 
sary to  determine  its  cost,  and  this  is  determined  by  obtaining  the 
average  unit  cost  of  all  major  sizes  of  coal  purchased  and  multi- 
plying this  average  unit  cost  by  the  number  of  tons  of  degraded 
coal. 

The  handling  and  yard  costs,  the  delivery  costs,  adminis- 
trative costs  and  financial  costs,  all  of  which  are  constructed 
from  and  supported  by  a  detailed  classification  of  expenses,  are 
chargeable  to  every  ton  of  coal  sold  (irrespective  of  the  size  in 
which  it  is  sold)  on  a  uniform  tonnage  basis  and  these  handling 
and  yard  and  other  costs  aforesaid,  added  to  the  cost  of  the  coal 
(line  21),  will  give  the  total  cost  of  the  coal  chargeable  to  income 
or  sales  and  by  deduction  will,  of  course,  determine  the  profits 
or  losses. 

It  will  be  noted,  therefore,  that  the  loss  from  degradation 
includes  not  only  the  gross  loss  as  represented  by  the  difference 
between  the  selling  price  of  the  degraded  coal  and  the  actual  cost 
of  the  coal  prepared  in  the  yard  and  ready  for  delivery,  but  it 
also  includes  all  handling  and  yard,  delivery  and  administrative 
costs  which  are  chargeable  to  all  sizes  of  coal.  The  loss  from 
degradation  therefore  in  addition  to  the  loss  due  to  the  loss  in 
weight,  is  an  amount  of  which  few  dealers  have  ever  had  any 
idea,  for  the  simple  reason  that  in  very  few  cases  has  it  been 
computed  correctly. 

Experience  has  taught  that  although  the  average  coal-man 
recognizes  the  fact  that  loss  in  weight  and  loss  by  degradation 
are  factors  which  most  surely  affect  his  final  profits,  nevertheless 
he  does  not  know  specifically  to  what  extent  they  reduce  his  earn- 
ings. Nearly  every  dealer  can  tell  you  approximately  what  are 
the  delivery  costs  on  a  ton  of  coal  or  what  are  the  yard  and  hand- 
ling costs  on  a  ton  of  coal ;  so  it  is  obvious  if  a  dealer  takes  into 
consideration  one  element  of  cost  when  estimating  the  price  at 
which  he  will  sell  his  coal,  he  must  consider  every  cost,  computed 
on  a  scientific  basis.  For  the  day  of  guess-work  is  past,  and  in 
every  enterprise  the  dealer  whose  business  is  conducted  on  that 
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basis  must  admit,  if  only  to  himself,  that  he  is  not  giving  his 
business  a  fair  chance — that  he  would  not  expect  to  be  treated 
himself  in  such  haphazard  fashion. 

With  retail  coal  yards  in  their  operation  and  maintenance  re- 
duced to  the  position  of  quasi-public  utilities,  knowledge  of  de- 
tailed accurate  costs  and  the  resulting  profits  and  losses  of  hand- 
ling coal  becomes  a  vital  necessity.  This  was  conclusively  shown 
during  the  late  war  when  coal  dealers  as  a  class  were  subjected 
to  the  rulings  of  the  coal  administrator.  The  lessons  taught  dur- 
ing this  period  have  found  a  ready  response  in  the  minds  of  a 
great  many  members  of  the  coal  trade,  but  only  in  a  few,  very 
bright,  isolated  plants  have  the  lessons  taught  at  that  time  been 
developed  to  any  high  degree.  The  time  is  rapidly  approaching, 
if  it  is  not  already  here,  when  those  who  will  not  keep  pace  with 
developments  in  the  operation  of  their  business  must  give  way 
to  the  keener,  more  far-sighted  business  man  who  will  do  so. 
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EDITORIAL 


Concerning  Tax  Experts 

With  the  approach  of  the  end  of  another  calendar  year  we 
draw  near  to  the  time  when  the  voice  of  the  tax  expert  will  be 
much  heard  in  the  land.  Since  the  enactment  of  federal  tax 
legislation  the  public  has  felt  its  oppression  in  many  ways,  in 
the  list  of  which  is  the  tax  expert.  Mind  you,  we  don't  know 
what  a  tax  expert  is,  but  we  are  led  to  believe  that  there  must 
be  such  a  thing  from  the  frequent  reiteration  of  assertions  to 
that  effect.  Expertness  in  anything  is  an  evanescent  quality  much 
like  the  will-o'-the-wisp — when  we  think  we  have  it  we  have  it 
not.  It  is  also  like  personal  beauty,  a  thing  not  to  be  extolled  by 
the  possessor.  Consequently,  we  are  led  to  the  conclusion  that 
there  are  few  tax  experts  because  most  of  the  claims  to  expert- 
ness  emanate  from  the  supposed  experts  themselves.  It  is  seldom 
that  one  hears  a  third  person  described  as  an  expert  in  taxation. 
There  may  be  a  few  people  in  the  world  who  know  all  about 
taxation,  but  we  have  never  met  any  of  them.  The  best  we  can 
claim  is  to  have  met  people  who  know  enough  about  taxation,  as 
Dr.  Adams  said  at  the  banquet  of  the  American  Institute  of 
Accountants,  to  know  that  they  don't  know  all  about  it. 

The  editorial  pages  of  THE  JOURNAL  OF  ACCOUNTANCY  last 
month  contained  a  speech  made  by  a  representative  of  the  solici- 
tor's department  of  the  bureau  of  internal  revenue,  in  which  he 
clearly  set  forth  the  opinion  in  which  so-called  experts  are  held 
by  the  treasury  department.  It  seems  that  his  words  must  have 
effect  upon  those  who  heard  or  read  them. 

Yet  we  are  quite  certain  that  within  the  next  month  or  two 
there  will  appear  a  flood  of  literature  in  the  advertising  pages  of 
papers,  magazines,  etc.,  and  in  circular  letters,  describing  the 
peculiar  abilities  of  some  person  or  group  of  persons  to  whom 
the  mysteries  of  taxation  are  as  an  open  book. 
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Accountants  should  beware  of  admitting  even  to  themselves 
that  they  are  experts. 

Some  few  years  ago  the  word  "efficiency"  had  a  great  vogue. 
It  was  used  and  abused  until  to-day  it  has  few  friends.  It  is 
something  like  the  word  "intrigue"  as  a  verb  which  is  now 
distressing  all  friends  of  good  English  who  read  the  daily  papers. 
Now  comes  the  word  "expert"  to  take  its  place  alongside  the 
word  "efficiency"  in  the  discard.  Accountants  can  do  much  to 
hasten  the  proper  disposition  of  the  words  "tax  experts"  or  any 
variant  thereof. 

In  Owen  Wister's  great  story  of  the  plains,  The  Virginian, 
the  hero  advises  Trampas  to  smile  when  he  uses  an  expression 
relative  to  canine  ancestry.  The  time  seems  to  us  to  be  coming 
when  everyone  who  calls  another  a  tax  expert  will  be  told  to  smile. 


The  Process  of  Evolution 

The  president  of  a  corporation  recently  received  from  a  firm 
of  accountants  a  letter  containing  the  following  paragraph : 

If,  in  preparing  your  return  for  1917  or  any  subsequent  years,  you 
include  as  invested  capital  any  appreciation,  whether  or  not  determined  by 
appraisals,  you  should  take  advantage  of  this  opportunity  to  avoid  penalty. 

The  president  has  marked  the  last  phrase  of  the  above  para- 
graph and  has  written  the  following  comment  on  the  letter : 

This  is  a  good  idea ;  if  people  don't  employ  you  after  ordinary  adver- 
tising, try  scaring  them  into  it. 


Proper  Publicity 


Now  that  the  American  Institute  of  Accountants  has  gone 
officially  on  record  as  opposed  to  professional  advertising  the 
question  may  be  regarded  as  settled  so  far  as  personal  advertising 
is  concerned  in  the  case  of  a  professional  man  or  woman.  There 
is  apparently,  however,  a  feeling  that  there  should  be  something 
in  the  way  of  educational  propaganda  designed  to  explain  to 
the  public  what  accounting  is,  does  and  may  do  for  better  business 
and  improvement  generally.  A  special  committee  of  the  Institute 
has  been  appointed  to  investigate  the  whole  question  and  bring 
forward  positive  suggestions  for  the  consideration  of  the  council 
of  the  Institute. 
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We  shall  watch  with  interest  the  development  of  the  labors 
of  this  committee,  and  it  occurs  to  us  that  a  good  purpose  would 
be  served  if  our  readers  having  creative  thoughts  on  the  subject 
would  communicate  them  to  the  Institute  or  to  this  magazine. 


Regional  Meetings 


The  regional-meeting  idea  which  was  inaugurated  less  than  a 
year  ago  by  a  meeting  held  in  Chicago  has  spread  with  gratifying 
rapidity  in  various  parts  of  the  country.  During  the  past  year 
there  have  been  several  such  meetings  and  others  are  to  take 
place.  At  present  we  have  advice  of  a  meeting  to  be  held  in 
Des  Moines  on  November  llth  and  meetings  in  Hartford  and 
Pittsburgh  some  time  during  December,  the  exact  dates  of  which 
have  not  yet  been  fixed.  In  other  parts  of  the  country  there 
will  probably  be  similar  meetings  between  now  and  next  summer. 

Every  accountant  who  has  an  interest  in  his  profession  should 
make  a  point  of  attending  these  meetings  whether  he  be  a  member 
of  the  Institute  or  a  certified  public  accountant  or  neither.  The 
mere  fact  of  his  membership  in  the  profession  is  a  card  of 
admission. 

District  C.  P.  A.  Bill 

Senator  Capper  of  Kansas  has  introduced  in  the  senate  of 
the  United  States  a  bill,  No.  2351,  providing  for  the  creation  of 
a  certified  public  accountant  board  in  the  District  of  Columbia. 
This  bill  has  been  approved  by  the  council  of  the  Institute  and 
it  is  hoped  that  it  will  be  passed  without  amendment  of  any 
kind.  It  is  particularly  necessary  that  such  a  bill  should  appear 
on  the  statute  books  of  the  District  in  order  to  offset  possible  efforts 
to  lower  the  value  of  the  C.  P.  A.  certificate  by  organizations 
operating  in  parts  of  the  country  in  which  there  is  no  restrictive 
legislation.  All  the  forty-eight  states  now  have  C.  P.  A.  laws. 
The  District  of  Columbia  and  Alaska  are  the  only  parts  of 
continental  United  States  in  which  there  is  no  such  legislation. 

Friends  of  accountancy  should  use  their  efforts  to  encourage 
the  enactment  of  Senator  Capper's  bill  without  alteration  or 
addition, 
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EDITED  BY  STEPHEN  G.  RUSK 

The  much-discussed  problem  of  determining  taxable  income  and 
deductible  loss  arising  from  sales  or  other  disposition  of  property 
acquired  prior  to  March  1,  1913,  which  was  brought  about  by  the 
supreme  court  decisions  in  the  cases  of  Goodrich  versus  Edwards  and 
Brewster  versus  Walsh,  is  the  subject  of  rulings  in  treasury  decisions 
Nos.  3206  and  3209  presented  in  this  issue  of  THE  JOURNAL  OF 
ACCOUNTANCY.  The  several  articles  of  regulations  45  that  are  affected 
by  the  court's  decisions  have  been  amended  to  incorporate  therein 
the  intent  of  these  rulings. 

Article  1073  of  regulations  45  has  been  amplified  in  treasury  de- 
cision 3210  in  such  a  manner  as  to  require  that  information  as  to  the 
distributive  shares  of  the  members  of  a  partnership  or  personal  service 
corporation  or  the  beneficiaries  of  an  estate  or  trust  shall  be  returned 
on  form  1099  on  a  fiscal  year  basis,  if  the  books  of  account  are  kept 
upon  that  basis,  and  to  require  that  all  income  of  these  persons  from 
other  sources  shall  be  returned  on  a  calendar  year  basis  regardless  of 
that  upon  which  the  books  are  kept. 

Corporations  which  have  erroneously  made  deductions  from  1918 
taxable  income  on  account  of  contributions  to  the  Red  Cross  and  other 
recognized  war  organizations  are  required  to  make  amended  returns, 
unless  an  audit  by  the  bureau  of  internal  revenue  has  disclosed  such 
erroneous  deduction,  and  are  required  to  pay  the  tax  "within  thirty 
days  from  date  of  this  decision."  The  decision  is  dated  August  16, 
1921.  Failure  to  make  the  supplemental  or  amended  return  will  sub- 
ject the  corporation  to  a  penalty.  The  detailed  information  as  to  this 
matter  will  be  found  in  treasury  decision  3215. 

Aliens,  whether  resident  or  nonresident,  who  intend  to  depart  from 
this  country  are  required  to  pay  their  income  tax  on  income  up  to 
the  close  of  the  month  preceding  their  intended  departure.  Upon 
their  so  doing  they  will  be  supplied  with  income-tax  clearance  papers. 
American  citizens  are  not  required  to  have  these  clearance  papers, 
and,  if  they  are  not  in  default  in  making  tax  returns  or  in  payment 
of  their  taxes,  they  may  secure  postponement  until  the  usual  times 
of  making  returns  and  paying  tax  by  giving  bond  in  double  the  esti- 
mated amount  of  their  tax  for  the  year.  See  treasury  decision  3229. 

Taxpayers  whose  invested  capital  has  included  appreciated  value 
are  required  to  make  amended  returns  within  ninety  days  from 
August  26,  1921,  and  pay  the  additional  tax  at  date  of  filing  the 
amended  return.  It  is  not  necessary  to  make  a  complete  return — 
simply  a  sworn  statement  of  the  amount  of  the  inflation  of  value  and 
a  recomputation  of  the  tax.  For  further  information  as  to  the  matter 
see  treasury  decision  3220. 
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The  appended  decision  of  the  United  States  circuit  court  of  appeals  for 
the  ninth  circuit,  in  the  case  of  W.  H.  Lawrence  v.  Justus  S.  IVardell, 
collector,  rendered  May  2,  1921,  affirming  the  decision  of  the  United  States 
district  court  for  the  northern  district  of  California,  southern  division,  is 
published  for  the  information  of  internal-revenue  officers  and  others  con- 
cerned. For  lower  court  decision,  see  T.  D.  3102. 

UNITED  STATES  CIRCUIT  COURT  OF  APPEALS,  NINTH  CIRCUIT.    No.  3615. 

W.  H.  Lawrence,  plaintiff  in  error,  v.  Justus  S.  Wardell,  United  States 

collector  of  internal  revenue  for  the  first  district  of  California, 

defendant  in  error. 

WRIT  of  error  to  the  southern  division  of  the  United  States  district  court 

of  the  northern  district  of  California,  second  division. 

(Decided  May  2,  1921.) 

Before  GILBERT  and  HUNT,  circuit  judges,  and  WOLVERTON,  district  judge. 

In  an  action  by  plaintiff  Lawrence  to  recover  certain  sums  paid  under 
protest  to  the  defendant  collector  of  internal  revenue,  the  district  court 
sustained  a  general  demurrer  to  the  complaint  and  entered  judgment  of 
dismissal.  Writ  of  error  was  taken  out  in  order  to  present  the  question 
whether  sections  210  and  211  of  the  revenue  act  of  1918  apply  to  the  1918 
income  of  a  citizen  of  the  United  States  residing  in  the  Philippine  Islands. 

The  facts  are  these: 

Plaintiff,  a  citizen  of  the  United  States,  was  a  resident  of  the  Philippine 
Islands  in  1918  and  until  March,  1919.  In  January,  1919,  in  the  Philippines 
plaintiff  paid  an  income  tax  representing  the  full  amount  of  tax  upon  his 
1918  income  computed  in  accordance  with  the  revenue  act  of  1916,  as 
amended  by  the  revenue  act  of  1917.  In  March,  1919,  plaintiff  became  a 
resident  of  California  and  in  July,  1919,  was  required  by  the  defendant 
collector  to  pay  income  tax  upon  his  1918  income  computed  in  accordance 
with  the  revenue  act  of  1918,  with  credit  for  the  amount  paid  in  the 
Philippines.  Defendant  paid  under  protest  and  his  claim  for  refund  was 
denied.  The  position  of  the  plaintiff  is  that  by  section  1400  of  the  revenue 
act  of  1918,  title  I  of  the  revenue  act  of  1916  as  amended  by  the  revenue 
act  of  1917  is  still  in  force  as  to  1918  income  of  residents  of  the  Philippine 
Islands;  that  by  section  261  of  the  revenue  act  of  1918  plaintiff  was 
required  to  pay  in  the  Philippines  the  income  tax  as  provided  by  the  revenue 
act  of  1916  on  his  whole  income  of  1918;  that  sections  210  and  211  of  the 
revenue  act  of  1918  imposed  an  income  tax  only  in  lieu  of  the  corresponding 
taxes  of  the  revenue  acts  of  1916  and  1917  and  are  not  applicable  where  the 
earlier  acts  stand  unrepealed ;  that  the  legislature  of  the  Philippine  Islands 
has  not  amended  or  modified  or  repealed  the  income-tax  provisions  of  the 
revenue  acts  of  1916  and  1917  as  to  the  income  of  the  year  1918.  On  the 
other  hand  it  is  contended  that  the  act  of  1916,  as  amended  by  the  act  of 
1917,  was,  so  far  as  it  affected  the  Philippine  Islands,  enacted  by  congress 
in  its  capacity  of  a  local  legislature  for  the  Philippine  Islands,  and  that  the 
revenue  act  of  1918  imposes  a  tax  equally  upon  all  citizens  of  the  United 
States  without  regard  to  the  place  of  residence.  Summarizing  the  pertinent 
statutes,  they  are  as  follows : 

By  the  revenue  act  of  1916,  title  I,  part  1,  it  is  provided  in  section  1  (a) 
that  taxes  should  be  levied  and  collected  annually  upon  the  entire  net 
income  received  in  the  preceding  calendar  year  by  every  individual  a  citizen 
or  resident  of  the  United  States.  Section  23  made  the  provisions  of  the 
title  extend  to  Porto  Rico  and  the  Philippine  Islands,  provided  that  the 
administration  of  the  law  and  the  collection  of  taxes  imposed  in  Porto  Rico 
and  the  Philippine  Islands  should  be  by  internal-revenue  officers  of  the  gov- 
ernment of  those  islands,  and  that  all  revenue  collected  in  those  islands 
under  the  act  "shall  accrue  intact  to  the  general  governments  thereof."  By  the 
revenue  act  of  1017,  approved  October  3.  1917,  it  is  provided,  section  1 — 

That  in  addition  to  the  normal  tax  imposed  by  the  subdivision  (a)  of 
section  one  of  the  act  entitled  "An  act  to  increase  the  revenue,  and  for 
other  purposes,"  approved  September  8,  1916,  there  shall  be  levied,  assessed, 
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collected,  and  paid  a  like  normal  tax  of  two  per  centum  upon  the  income 
of  every  individual  a  citizen  or  resident  of  the  United  States  received  in 
the  calendar  year  1917  and  every  calendar  year  thereafter. 

The  provisions  did  not  extend  to  the  Philippines,  and  the  local  legislature 
was  given  power  to  amend  or  repeal  income  taxes  in  force.  The  revenue 
act  of  1918,  approved  February  24,  1919,  title  II,  part  2,  provides— 

SEC.  210.  That  in  lieu  of  the  taxes  imposed  by  subdivision  (a)  of 
section  1  of  the  revenue  act  of  1916  and  by  section  1  of  the  revenue  act 
of  1917  there  shall  be  levied,  collected,  and  paid  for  each  taxable  year  upon 
the  net  income  of  every  individual  a  normal  tax  at  the  following  rates :  *  *  * 

SEC.  211.  (a)  That,  in  lieu  of  the  taxes  imposed  by  subdivision  (b)  of 
section  1  of  the  revenue  act  of  1916  and  by  section  2  of  the  revenue  act 
of  1917,  but  in  addition  to  the  normal  tax  imposed  by  section  210  of  this 
act,  there  shall  be  levied,  collected,  and  paid  for  each  taxable  year  upon 
the  net  income  of  every  individual,  a  surtax  equal  to  the  sum  of  the 
following:  *  *  * 

SEC.  222.  (a)  Th'at  the  tax  computed  under  part  2  of  this  title  shall 
be  credited  with — 

(1)  In  the  case  of  a  citizen  of  the  United  States  the  amount  of  any 
income,  war-profits  and  excess-profits  taxes  paid  during  the  taxable  year 
to  any  foreign  country,  upon  income  derived  from  sources  therein,  or  to 
any  possession  of  the  United  States;  and  *  *  * 

SEC.  260.  That  any  individual  who  is  a  citizen  of  any  possession  of 
the  United  States  (but  not  otherwise  a  citizen  of  the  United  States)  and 
who  is  not  a  resident  of  the  United  States,  shall  be  subject  to  taxation  under 
this  title  only  as  to  income  derived  from  sources  within  the  United  States, 
and  in  such  case  the  tax  shall  be  computed  and  paid  in  the  same  manner  and 
subject  to  the  same  conditions  as  in  the  case  of  other  persons  who  are 
taxable  only  as  to  income  derived  from  such  sources. 

SEC.  261.  That  in  Porto  Rico  and  the  Philippine  Islands  the  income  tax 
shall  be  levied,  assessed,  collected,  and  paid  in  accordance  with  the  pro- 
visions of  the  revenue  act  of  1916  as  amended. 

Returns  shall  be  made  and  taxes  shall  be  made  under  title  I  of  such  act  in 
Porto  Rico  or  the  Philippine  Islands,  as  the  case  may  be,  by  (1)  every 
individual  who  is  a  citizen  or  resident  of  Porto  Rico  or  the  Philippine 
Islands,  or  derives  income  from  sources  therein  *  *  *.  An  individual 
who  is  neither  a  citizen  nor  a  resident  of  Porto  Rico  or  the  Philippine 
Islands,  but  derives  income  from  sources  therein,  shall  be  taxed  in  Porto 
Rico  or  the  Philippine  Islands  as  a  nonresident  alien  individual.  *  *  * 

The  local  legislature  has  power  to  amend  or  repeal  the  income-tax  laws 
in  force  in  the  islands. 

Section  1400   (a)  of  the  revenue  act  of  1918  provided: 

That  the  following  parts  of  acts  are  hereby  repealed  subject  to  the 
limitations  provided  in  subdivision  (b),  1.  The  following  titles  of  the 
revenue  act  of  1916,  title  I,  called  the  income  tax  *  *  * ;  (3)  the  followng 
title  of  the  revenue  act  of  1917:  title  I  (called  "War  income  tax")  ;  *  *  * 
title  XII  (called  "Income-tax  amendments").  *  *  *  (b)  title  I  of  the 
revenue  act  of  1916  as  amended  by  the  revenue  act  of  1917  shall  remain 
in  force  for  the  assessment  and  collection  of  the  income  tax  of  Porto  Rico 
and  the  Philippine  Islands,  except  as  may  be  otherwise  provided  by  their 
respective  legislatures. 

HUNT,  judge:  By  the  statutes  above  J^ited  congress  extended  the  pro- 
visions of  the  revenue  law  of  1916  to  the  Philippine  Islands,  and  authorized 
the  assessment  and  levies  to  be  made  by  the  administrative  internal-revenue 
officers  of  the  Philippine  government,  but  instead  of  requiring  the  taxes 
when  collected  to  be  paid  into  the  treasury  of  the  general  government  of 
the  United  States,  directed  that  they  should  accrue  to  the  general  govern- 
ment of  the  Philippine  Islands.  A  like  policy  obtained  and  still  obtains  as 
to  Porto  Rico.  ^  The  purpose  of  such  legislation  was  to  enable  the  govern- 
ment of  those  islands,  respectively,  to  have  sufficient  revenue  to  meet  their 
needs  and  to  receive  the  money  through  the  most  direct  channels,  and  not 
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have  to  await  appropriation  by  Congress.  The  policy  was  not  new.  For 
example,  in  the  island  of  Porto  Rico,  ever  since  the  institution  of  civil 
government  in  May,  1900,  customs  duties  collected  have  been  turned  over 
to  the  insular  treasury  by  the  collector  of  customs  for  the  island  to  be 
expended  as  required  by  law  for  the  government  and  benefit  of  the  island 
"instead  of  being  paid  into  the  treasury  of  the  United  States." — Act  of 
congress,  April  12,  1900  (Supplement  R.  S.,  U.  S.,  vol.  2,  p.  1128.) 

The  power  of  congress  in  the  imposition  of  taxes  and  providing  for 
the  collection  thereof  in  the  possessions  of  the  United  States  is  not  restricted 
by  constitutional  provision,  section  8,  article  I,  which  may  limit  its  general 
power  of  taxation  as  to  uniformity  and  apportionment  when  legislating 
for  the  mainland  or  United  States  proper,  for  it  acts  in  the  premises 
under  the  authority  of  paragraph  2,  section  3,  article  IV  of  the  constitution, 
which  clothes  congress  with  power  to  make  all  needful  rules  and  regula- 
tions respecting  the  territory  or  other  property  belonging  to  the  United 
States.— Binns  v.  United  States  (194  U.  S.,  486)  ;  Doivncs  v.  Bidwell 
(182  U.  S.,  244). 

When  congress  enacted  the  revenue  law  of  October  3,  1917,  by  section  5 
it  saw  fit  to  provide  expressly  that  the  provisions  of  the  title  should  not 
extend  to  the  Philippines  or  Porto  Rico,  and  the  local  legislatures  were 
given  power  to  amend,  alter,  modify,  or  repeal  the  income-tax  laws  in 
force  in  the  islands,  respectively.  The  result  was  that  under  the  act  of 
1916  the  entire  net  income  of  every  individual,  a  citizen  or  resident  of  the 
United  States,  resident  in  the  Philippines,  became  taxable  thereunder,  as 
subject  to  the  jurisdiction  of  the  Philippines  in  respect  to  tax  matters. 
But  congress,  acting  doubtless  under  the  after-war  needs,  passed  the 
revenue  act  of  1918,  changed  the  situation,  and  made  the  net  income  of 
every  individual  citizen  of  the  United  States  taxable  no  matter  where 
he  resides.  In  the  place  of  the  taxes  imposed  by  the  act  of  1916  (subdiv. 
(a),  sec.  1),  and  by  the  act  of  1917  (sec.  1)  the  net  income  of  "every 
individual"  was  subject  to  the  rate  prescribed  (sec.  210)  ;  and  in  place  of 
taxes  imposed  by  subdivision  (b),  section  1  of  the  act  of  1916,  and  section  2 
of  the  act  of  1917,  but  in  addition  to  the  normal  tax  imposed  by  section  210 
of  the  act  the  surtaxes  prescribed  should  be  collected. 

The  comprehensiveness  of  the  1918  act  is  as  great  as  language  could 
make  it,  for  it  applied  to  the  income  of  every  individual,  changing  the 
rates  and  obviously  imposing  taxes  at  the  new  rates  where  no  tax  could 
hare  been  imposed  prior  to  the  1918  act. 

We  are  unable  to  infer  that  by  using  the  words  "in  lieu  of,"  congress 
meant  to  tax  only  those  incomes  of  individuals  who  had  been  subject  to 
taxation  under  the  two  prior  acts.  It  is  more  reasonable  to  hold  that 
where  the  individual  was  liable  under  the  prior  act  of  1916,  the  new  act 
of  1918  became  the  controlling  standard.  Where,  by  the  act  of  1917, 
he  was  relieved  of  the  increased  rates  of  that  act,  but  had  been  subject  to 
the  1916  act,  he  was  covered  by  the  provisions  of  the  1918  act,  and  in  the 
event  he  was  never  before  included  he  became  liable  under  the  very  broad 
terms  of  the  act  of  1918.  Section  260,  supra,  of  the  act  of  1918,  also 
leads  to  the  conclusions  indicated.  The  language  there  used  discriminates, 
by  making  individuals  who  are  citizens  of  a  possession  of  the  United 
States,  yet  not  otherwise  citizens  of  the  United  States,  and  who  are  not 
residents  of  the  United  States,  subject  to  be  taxed  only  as  to  income 
derived  from  sources  within  the  United  States.  Unless  such  a  person 
has  income  so  derived  he  is  not  subject  to  the  act. 

In  the  repealing  clauses  of  the  act  of  1918,  as  quoted  in  the  statement 
of  the  case,  the  act  of  1916,  as  amended  by  the  act  of  1917,  in  force  in 
the  Philippines,  was  continued  in  force,  except  as  might  be  otherwise  pro- 
vided by  the  local  legislature.  As  a  general  statute  of  the  United  States 
there  was  clear  repeal  but  as  to  the  Philippines  the  act  of  1916  was  kept 
alive,  as  direct  legislation  by  congress  with  respect  to  the  local  affairs 
of  the  island  and  not  as  a  general  statute  of  the  United  States. 

A  citizen  of  the  United  States  residing  in  the  Philippines  becomes  sub- 
ject to  the  income-tax  law  under  the  act  of  1918.  By  section  261,  supra, 
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of  that  act,  the  tax  shall  be  levied,  collected  and  paid  in  accordance  with  the 
act  of  1916,  as  amended,  returns  to  be  made  and  taxes  to  be  paid  under 
title  I  of  the  act  by  "every  individual  who  is  a  citizen  or  resident"  of  the 
island,  the  local  legislature  having  power  as  already  defined.  The  citizen 
of  the  United  States  residing  in  the  island  is  in  much  the  same  position 
as  is  a  citizen  of  a  state  where  there  is  a  state  income  tax.  The  fact  of 
residence  in  the  Philippines  avails  him  no  more  than  would  the  fact  of 
residence  in  a  state. 

Section  222  of  the  act  of  1918  in  providing  for  credits  for  taxes  makes 
the  taxes  computed  under  part  II  of  the  title  subject  to  a  credit  (1)  in  the 
case  of  a  citizen  of  the  United  States  the  amount  of  any  income  taxes 
paid  during  the  taxable  year  to  any  foreign  country  upon  income  derived 
from  sources  therein,  "or  to  any  possession  of  the  United  States."  ^  It  is 
argued  that  a  citizen  of  the  United  States  resident  of  the  islands  is  not 
subject  to  taxation  under  the  1918  act  because  the  return  of  the  "possession" 
is  not  a  return  under  the  act  of  1916,  though  it  is  a  return  under  a  local  act. 
Section  222  allows  to  one  residing  in  the  Philippines  a  credit  upon  the 
tax  computed  under  part  II  of  the  1918  act,  but  there  is  nothing  to  indicate 
that  there  is  exemption  to  the  citizens  residing  in  the  islands.  He  may 
have  paid  to  the  island  treasury  such  amounts  as  are  due,  but  still  be 
liable  to  the  United  States  for  a  sum  in  excess  of  that  paid  in  the  islands. 

The  regulations  of  the  treasury  department  (regs.  45,  arts.  1131,  1132) 
have  been  framed  upon  the  construction  which  we  have  adopted ;  and  as 
credit  appears  to  have  been  given  to  plaintiff  for  the  amount  of  taxes  which 
he  had  already  paid  in  the  Philippines,  we  think  he  can  not  complain  of 
the  judgment  rendered  against  him. 

The  judgment  is  affirmed. 

TREASURY  RULINGS. 

(T.  D.  3206— July  28,  1921.) 

Income  tax — Sales — Losses — Shrinkage,  etc. 

Basis  for  determining  taxable  gain  or  deductible  loss  in  the  case  of 
property  acquired  prior  to  March  1,  1913,  and  sold  or  disposed  of 
subsequent  thereto. 

Articles  39,  40,  41,  43,  48,  49,  87,  141,  143,  144,  548,  563,  1543,  1547, 
1548,  1549  1561,  1562,  1564,  1565,  1566,  1568,  1569,  and  1570  of  regula- 
tions No.  55  (1920  ed.)  are  hereby  amended  in  order  that  the  rule 
announced  by  the  supreme  court  in  the  cases  of  Goodrich  v.  Edwards 
and  Brewster  v.  Walsh,  respecting  the  basis  for  the  determination  of 
taxable  gain  or  deductible  loss  in  the  case  of  property  acquired  prior 
to  March  1,  1913,  and  sold  or  disposed  of  subsequent  thereto,  may  be 
incorporated  therein.  The  amendments  are  merely  for  the  purpose  of 
such  incorporation  and  make  no  attempt  to  correct  any  of  the  regula- 
tions in  any  respect  other  than  the  one  necessitated  by  those  cases. 
The  amendments  are  as  follows: 

ART.  39.  Sale  of  stock  and  rights. — When  shares  of  stock  in  a  cor- 
poration are  sold  from  lots  purchased  at  different  dates  and  at  dif- 
ferent prices  and  the  identity  of  the  lots  can  not  be  determined  the 
stock  sold  shall  be  charged  against  the  earliest  purchases  of  such 
stock.  The  excess  of  the  amount  realized  on  the  sale  over  the  cost  of 
the  stock  will  constitute  gain.  However,  the  gain  which  is  taxable  in 
the  case  where  the  stock  was  acquired  March  1,  1913,  when  its  fair 
market  value  as  of  that  date  is  in  excess  of  its  cost,  is  the  excess  of 
the  amount  realized  by  the  sale  over  such  value.  No  gain  is  recog- 
nized when  stock  is  sold  (a)  at  more  than  its  cost  but  at  less  than 
its  fair  market  value  as  of  March  1,  1913.  In  the  case  of  stock  in 
respect  of  which  any  stock  dividend  was  paid,  the  cost  of  each  share 
of  such  stock  shall  be  ascertained  as  specified  in  article  1547.  Where 
common  stock  is  received  as  a  bonus  with  the  purchase  of  preferred 
stock  or  bonds,  the  total  purchase  price  shall  be  fairly  apportioned 
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between  such  common  stock  and  the  securities  purchased  for  the 
purpose  of  determining  the  portion  of  the  cost  attributable  to  each 
class  of  stock  or  securities,  but  if  that  should  be  impracticable  in  any 
case,  no  profit  on  any  subsequent  sale  of  any  part  of  the  stock  or 
securities  will  be  realized  until  out  of  the  proceeds  of  sales  shall  have 
been  recovered  the  total  cost.  See  article  1565  as  amended.  The 
entire  amount  realized  from  the  sale  of  rights  to  subscribe  for  stock 
is  income. 

ART.  40.  Sale  of  patents  and  copyrights. — A  taxpayer  disposing  of 
patents  or  copyrights  by  sale  should  determine  the  profit  or  loss 
arising  therefrom  by  computing  the  difference  between  the  selling 
price  and  the  cost.  The  taxable  income  in  the  case  of  patents  or 
copyrights  acquired  prior  to  March  1,  1913,  should  be  ascertained  in 
accordance  with  the  provisions  of  article  1561  as  amended.  The 
profit  or  loss  thus  ascertained  should  be  increased  or  decreased,  as 
the  case  may  be,  by  the  amounts  deducted  on  account  of  depreciation 
of  such  patents  or  copyrights  since  February  28,  1913,  or  since  the 
date  of  acquisition  if  subsequent  thereto.  See  article  167. 

ART.  41.  Sale  of  good  will. — Any  profit  or  loss  resulting  from  a  sale  of 
goodwill  can  be  taken  only  when  the  business,  or  a  part  of  it,  to 
which  the  goodwill  attaches  is  sold,  in  which  case  the  profit  or  loss 
will  be  determined  upon  the  basis  of  the  cost  of  the  assets,  including 
goodwill.  If  the  goodwill  was  acquired  prior  to  March  1,  1913,  the 
taxable  gain  or  deductible  loss  should  be  ascertained  in  accordance 
with  the  provisions  of  article  1561  as  amended.  If  nothing  was  paid 
for  goodwill  acquired  after  February  28,  1913,  no  deductible  loss  with 
respect  thereto  is  possible,  although  on  the  other  hand,  upon  the  sale 
of  the  business  there  may  be  a  profit.  It  is  immaterial  that  goodwill 
may  never  have  been  carried  on  the  books  as  an  asset,  but  the  burden 
of  proof  is  on  the  taxpayer  to  establish  the  cost  or  fair  market  value 
on  March  1,  1913,  of  the  goodwill  sold.  See  article  163. 

ART.  43.  Sale  of  real  estate  in  lots. — Where  a  tract  of  land  is  purchased 
with  a  view  to  dividing  it  into  lots  or  parcels  of  ground  to  be  sold  as 
such  the  cost  shall  be  equitably  apportioned  to  the  several  lots  or 
parcels  and  made  a  matter  of  record  on  the  books  of  the  taxpayer, 
to  the  end  that  any  gain  derived  from  the  sale  of  any  such  lots  or 
parcels  which  constitutes  taxable  income,  may  be  returned  as  income 
for  the  year  in  which  the  sale  was  made.  This  rule  contemplates  that 
there  will  be  a  measure  of  gain  or  loss  on  every  lot  or  parcel  sold, 
and  not  that  the  capital  invested  in  the  entire  tract  shall  be  extin- 
guished before  any  taxable  income  shall  be  returned.  The  sale  of 
each  lot  or  parcel  will  be  treated  as  a  separate  transaction  and  the 
gain  or  loss  will  be  accounted  for  as  provided  in  article  1561  as 
amended. 

ART.  48.  Improvements  by  lessees. — When  buildings  are  erected  or  im- 
provements are  made  by  a  lessee  in  pursuance  of  an  agreement  with 
the  lessor,  and  such  buildings  or  improvements  are  not  subject  to 
removal  by  the  lessee,  the  lessor  receives  income  at  the  time  when 
such  buildings  or  improvements  are  completed  to  the  extent  of  the 
fair  market  value  of  such  buildings  or  improvements  subject  to  the 
lease.  This  amount  would  ordinarily  be  the  difference  between  the 
value  of  the  land  free  from  the  lease  without  such  improvements  and 
the  value  of  the  land  subject  to  the  lease  with  such  improvements. 
If,  for  any  other  reason  than  a  bona  fide  purchase  from  the  lessee  by 
the  lessor,  the  lease  is  terminated,  so  that  the  lessor  comes  into  pos- 
session and  control  of  the  property  prior  to  the  time  originally  fixed 
for  the  termination  of  the  lease,  the  lessor  receives  additional  income 
for  the  year  in  which  the  lease  is  so  terminated  to  the  extent  that  the 
value  of  such  buildings  or  improvements  when  he  became  entitled  to 
such  possession  exceeds  the  fair  market  price  or  value  thereof  to 
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him  as  determined  when  the  same  completed  became  part  of  the  realty. 
No  appreciation  in  value  due  to  causes  other  than  the  premature 
termination  of  the  lease  shall  be  included.  Conversely,  if  the  build- 
ings or  improvements  are  destroyed  prior  to  the  expiration  of  the 
lease,  the  lessor  is  entitled  to  deduct  as  a  loss  of  the  year  when  such 
destruction  takes  place  the  fair  market  price  or  value  of  such  build- 
ings or  improvements  subject  to  the  lease  as  determined  when  the 
same  completed  became  a  part  of  the  realty,  less  any  salvage  value 
subject  to  the  lease,  to  the  extent  that  such  loss  was  not  compen- 
sated by  insurance.  If  the  buildings  or  improvements  destroyed 
were  acquired  prior  to  March  1,  1913,  the  deduction  shall  be  based 
on  the  cost  or  the  value  subject  to  the  lease,  as  of  that  date,  which- 
ever is  lower,  less  any  salvage  value  subject  to  the  lease  to  the 
extent  that  such  loss  was  not  compensated  by  insurance.  See 
articles  109  and  164. 

ART.  49.  Compensation  for  loss. — In  the  case  of  property  which  has 
been  lost  or  destroyed  in  whole  or  in  part  through  fire,  storm,  ship- 
wreck, or  other  casualty,  or  where  the  owner  of  property  has  lost 
or  transferred  title  by  reason  of  the  exercise  of  the  power  of  requi- 
sition or  eminent  domain,  including  cases  where  a  voluntary  transfer 
or  conveyance  is  induced  by  reason  of  the  fact  that  a  technical 
requisition  or  condemnation  proceeding  is  imminent,  that  amount 
received  by  the  owner  as  compensation  for  the  property  which  is  in 
excess  of  the  cost  of  the  property  constitutes  gain.  However,  the 
gain  which  is  taxable  in  the  case  where  the  property  was  acquired 
before  March  1,  1913,  and  its  fair  market  value  as  of  that  date  was 
greater  than  its  cost,  is  the  excess  over  such  value  of  the  amount 
received.  No  taxable  gain  results  when  the  amount  received  is  more 
than  the  cost  but  less  than  the  fair  market  value  of  the  property  as 
of  March  1.  1913.  In  any  case  proper  provision  shall  be  made  for 
depreciation  to  the  date  of  the  loss,  damage,  or  transfer.  The  trans- 
action is  not  regarded  as  completed  a,t  this  stage,  however,  if  the 
taxpayer  proceeds  immediately  in  good  faith  to  replace  the  property, 
or  if  he  makes  application  to  establish  a  replacement  fund  as  provided 
in  the  following  article.  In  such  a  case,  the  gain,  if  any,  is  measured 
by  the  excess  of  the  amount  received  over  the  amount  actually  and 
reasonably  expended  to  replace  or  restore  the  property  substantially 
in  kind,  exclusive  of  any  expenditures  for  additions  or  betterments. 
The  new  or  restored  property  effects  a  replacement  in  kind  only  to 
the  extent  that  it  serves  the  same  purpose  as  the  property  which  it 
replaces  without  added  capacity  or  other  element  of  additional  value. 
Such  new  or  restored  property  shall  not  be  valued  in  the  accounts 
of  the  taxpayer  at  an  amount  in  excess  of  the  cost,  or  its  value  as 
of  March  1,  1913,  if  acquired  before  that  date  and  such  value  as  of 
such  date  is  higher  than  the  cost  (after  making  proper  provision  in 
either  case  for  depreciation  to  the  date  of  the  loss,  damage,  or 
transfer),  of  the  original  property,  plus  the  cost  of  any  actual  addi- 
tions and  betterments.  If  the  taxpayer  does  not  elect  to  replace 
or  restore  the  property,  the  transaction  will  then  be  deemed  to  be 
completed  and  the  gain  shall  be  the  difference  between  the  cost  of 
the  property  and  the  amount  of  the  compensation  received.  If  such 
property  was  acquired  prior  to  March  1,  1913,  and  its  fair  market 
value  as  of  that  date  was  greater  than  such  cost,  the  taxable  gain 
shall  be  the  excess  over  such  fair  market  value  of  the  amount  of  the 
compensation  received.  However,  no  gain  shall  be  taxable  when  the 
amount  received  is  more  than  the  cost  of  such  property  but  less  than 
its  fair  market  value  as  of  March  1,  1913.  In  any  event  proper  pro- 
vision must  be  made  for  depreciation  to  the  date  of  the  loss,  damage, 
or  transfer.  See  article  141.  Articles  49  and  50  have  no  application 
to  property  which  is  voluntarily  sold  or  disposed  of. 
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ART.  87.  Income  accruing  prior  to  March  I,  1913. — Any  liquidated  claim 
existing  unconditionally  on  March  1,  1913,  and  then  assignable, 
whether  presently  payable  or  not  and  held  by  a  taxpayer  prior  to 
March  1,  1913,  whether  evidenced  by  writing  or  not;  and  all  interest 
which  had  accrued  thereon  before  that  date,  do  not  constitute  taxable 
income,  although  actually  recovered  or  received  subsequent  to  such 
date.  Interest  accruing  on  or  after  that  date  is  taxable  income. 
Where  an  interest-bearing  claim  held  on  February  28,  1913,  is  paid 
in  whole  or  in  part  after  that  date,  any  gain  derived  from  the  pay- 
ment of  the  claim  is  taxable.  The  amount  of  such  gain  is  the  excess 
of  the  proceeds  of  the  claim  (both  principal  and  interest)  exclusive 
of  any  interest  accrued  since  February  28,  1913,  already  returned  as 
income,  over  the  cost  thereof  (both  principal  and  interest  then 
accrued).  However,  the  gain  which  is  taxable  where  the  fair  market 
value  of  the  claim  as  of  March  1,  1913,  is  greater  than  the  cost  thereof, 
is  the  excess  of  the  amount  received  over  such  value.  No  gain 
results  where  the  amount  received  from  the  claim  is  more  than  the 
cost  thereof  but  less  than  its  fair  market  value  as  of  March  1,  1913. 
In  the  case  of  an  insurance  policy  its  surrender  value  as  of  March  1, 
1913,  may  be  used  as  a  basis  for  the  purpose  of  ascertaining  the  gain 
derived  from  the  sale  or  other  disposition  of  such  property.  Where 
services  were  rendered  prior  to  March  1,  1913,  but  paid  for  there- 
after, the  amount  received  is  taxable  income  to  the  extent  of  the 
excess  of  such  amount  over  the  fair  market  value  on  March  1,  1913, 
of  the  principal  of  the  claim  and  any  interest  which  had  then  accrued. 
Interest  does  not  include  dividends  on  corporate  stock.  See  section 
201  of  the  statute,  and  articles  1541-15-19  as  amended. 

ART.  143.  Loss  of  useful  value. — When,  through  some  change  in  busi- 
ness conditions,  the  usefulness  in  the  business  of  some  or  all  of  the 
capital  assets  is  suddenly  terminated,  so  that  the  taxpayer  discon- 
tinues the  business  or  discards  such  assets  permanently  from  use  in 
such  business,  he  may  claim  as  a  loss  for  the  year  in  which  he  takes 
such  action  the  difference  between  the  cost,  or,  if  acquired  prior  to 
March  1,  1913,  the  cost  or  fair  market  price  or  value  as  of  that  date, 
whichever  is  lower,  of  any  assets  so  discarded  (less  any  depreciation 
sustained)  and  its  salvage  value  remaining.  This  exception  to  the 
rule  requiring  a  sale  or  other  disposition  of  property  in  order  to 
establish  a  loss  requires  proof  of  some  unforeseen  cause  by  reason 
of  which  the  property  has  been  permanently  discarded,  as,  for  ex- 
ample, where  an  increase  in  the  cost  of  or  other  change  in  the  manu- 
facture of  any  product  makes  it  necessary  to  abandon  such  manu- 
facture, to  which  special  machinery  is  exclusively  devoted,  or  where 
new  legislation  directly  or  indirectly  makes  the  continued  profitable 
use  of  the  property  impossible.  This  exception  does  not  extend  to 
a  case  where  the  useful  life  of  property  terminates  solely  as  a  result 
of  those  gradual  processes  for  which  depreciation  allowances  are 
authorized.  It  does  not  apply  to  inventories  or  to  other  than  capital 
assets.  The  exception  applies  to  buildings  only  when  they  are  per- 
manently abandoned  or  permanently  devoted  to  a  radically  different 
use,  and  to  machinery  only  when  its  use  as  such  is  permanently 
abandoned.  Any  loss  to  be  deductible  under  this  exception  must 
be  charged  off  on  the  books  and  fully  explained  in  returns  of  income. 
But  see  articles  181-189. 

ART.  144.  Shrinkage  in  securities  and  stocks. — A  person  possessing 
securities,  such  as  stock  and  bonds,  can  not  deduct  from  gross  in- 
come any  amount  claimed  as  a  loss  on  account  of  shrinkage  in  value 
of  such  securities  through  fluctuation  of  the  market  or  otherwise. 
The  loss  allowable  in  such  cases  is  that  actually  suffered  when  the 
securities  mature  or  are  disposed  of.  See,  however,  article  154.  In 
the  case  of  banks  or  other  corporations  which  are  subject  to  super- 
vision by  state  or  federal  authorities,  and  which  in  obedience  to  the 
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orders  of  such  supervisory  officers  charge  off  as  losses  amounts 
representing  an  alleged  shrinkage  in  the  value  of  property,  the 
amounts  so  charged  off  do  not  constitute  allowable  deductions. 
However,  if  stock  of  a  corporation  becomes  worthless  its  cost,  or 
if  acquired  prior  to  March  1,  1913,  its  cost  or  fair  market  value  as 
of  that  date,  whichever  is  lower,  may  be  deducted  by  the  owners  in 
the  taxable  year  in  which  the  stock  becomes  worthless,  provided  a 
satisfactory  showing  of  its  worthlessness  be  made  as  in  the  case  of 
bad  debts.  See  article  151. 

ART.  545.  Sale  of  capital  assets. — Where  property  is  acquired  and  later 
sold  for  a  higher  price  the  gain  on  the  sale  is  income.  If,  however, 
the  property  was  acquired  before  March  1,  1913,  only  such  portion  of 
the  gain  as  accrued  subsequently  to  February  28,  1913,  is  taxable. 
Where,  then,  a  corporation  sells  its  capital  assets  in  whole  or  in  part 
it  shall  include  in  its  gross  income  for  the  year  in  which  the  sale 
was  made  the  amount  of  the  excess  of  the  sales  price  over  the  cost 
unless  it  acquired  such  assets  prior  to  March  1,  1913,  and  the  fair 
market  value  of  such  assets  as  of  such  date  was  in  excess  of  the  cost, 
in  which  case  it  shall  include  the  excess  of  the  amount  of  the  sales 
price  over  such  value.  No  gain  or  loss  is  recognized  in  case  the 
assets  are  sold  fa)  at  more  than  cost  but  at  less  than  their  fair  market 
value  as  of  March  1,  1913,  or  (b)  at  less  than  cost  but  at  more  than 
their  fair  market  value  as  of  March  1,  1913.  In  every  case,  however, 
in  ascertaining  the  gain,  the  cost  of  the  assets,  or  the  fair  market 
value  as  of  March  1,  1913,  of  the  assets  acquired  prior  thereto,  should 
first  be  reduced  by  the  amount  of  any  charges  for  depreciation, 
depletion,  and  other  deductions  which  have  been  or  should  have  been 
taken.  If  the  purchaser  takes  over  all  the  assets  and  assumes  the 
liabilities,  the  amount  so  assumed  is  part  of  the  purchase  price.  See 
also  article  563  as  amended.  If  the  sale  is  made  for  stock  of  another 
corporation,  the  rules  contained  in  section  202  of  the  statute  and  in 
articles  1561-1570  as  amended  are  particularly  applicable. 

ART.  563.  Sale  of  capital  stock,  bonds,  and  capital  assets. — A  corporation 
sustains  no  deductible  loss  from  the  sale  of  its  capital  stock.  See 
article  542.  If  it  sells  its  bonds  at  a  discount,  the  amount  of  such 
discount  is  treated  in  the  same  way  as  interest  paid,  and  if  it  retires 
its  bonds  at  a  price  in  excess  of  the  issuing  price,  such  excess  may 
usually  be  deducted  as  expense.  See  article  544  and  848  as  amended. 
If  a  corporation  sells  its  capital  assets  for  less  than  their  cost,  the 
loss  sustained  is  deductible  unless  the  assets  were  acquired  before 
March  1,  1913,  and  sold  at  less  than  cost,  but  at  more  than  their 
fair  market  value  as  of  March  1,  1913.  The  loss  which  is  deductible 
in  the  case  where  assets  acquired  before  March  1,  1913,  are  sold 
after  that  date  at  less  than  cost  and  less  than  their  fair  market  value 
as  of  that  date,  and  such  value  was  less  than  cost  is  the  difference 
between  such  price  or  value  and  the  amount  realized  by  the  sale  or 
exchange.  See  article  545  as  amended. 

ART.  1543.  Distributions  which  are  not  dividends. — A  distribution  by 
a  corporation  out  of  earnings  or  profits  accumulated  prior  to  March  1, 
1913,  or  out  of  any  assets  except  earnings  or  profits  accumulated 
since  February  28,  1913,  is  not  a  dividend  within  the  meaning  of  the 
statute.  A  distribution  by  a  personal  service  corporation  out  of 
earnings  or  profits  accumulated  since  December  31,  1917,  is  not  a 
dividend.  A  distribution  out  of  earnings  or  profits  accumulated 
before  March  1,  1913,  is  free  from  tax  as  a  dividend;  out  of  assets 
other  than  earnings  or  profits  accumulated  since  February  28,  1913. 
may  or  may  not  be  free  from  tax,  according  as  each  stockholder 
receives  more  or  less  than  he  paid  for  his  stock.  However,  if  such 
stock  was  acquired  prior  to  March  1,  1913,  and  the  fair  market  value 
as  of  such  date  was  greater  than  the  cost  thereof  and  less  than  the 
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sum  received  in  distribution,  the  amount  which  is  taxable  is  the 
excess  over  such  market  value  as  of  March  1,  1913,  of  the  sum 
received  in  the  distribution,  but  no  gain  is  recognized  if  the  amount 
received  in  distribution  is  more  than  the  cost  but  less  than  the  fair 
market  value  of  the  stock  on  March  1,  1913.  In  the  case  of  a  per- 
sonal service  corporation  a  distribution  out  of  earnings  or  profits 
accumulated  since  December  31,  1917,  is  taxed  to  the  stockholders 
as  though  they  were  partners.  See  section  218  of  the  statute  and 
articles  328-335.  In  determining  whether  a  distribution  is  made  out 
of  earnings  or  profits  accumulated  after  or  before  March  1,  1913,  due 
consideration  must  be  given  to  the  facts  and  mere  book  entries 
increasing  or  decreasing  the  surplus  will  not  be  conclusive. 

ART.  1547.  Sale  o/  stock  received  as  dividends. — Stock  issued  by  a 
corporation  as  a  dividend  does  not  constitute  taxable  income  to  a 
stockholder  in  such  corporation,  but  gain  may  be  derived  or  loss 
sustained  by  the  stockholder  from  the  sale  of  such  stock.  The 
amount  of  taxable  gain  derived  or  deductible  loss  sustained  from  the 
sale  of  such  stock,  or  from  the  sale  of  the  stock  with  respect  to 
which  it  is  issued,  shall  be  determined  as  provided  in  article  1561  as 
amended,  after  the  cost,  or  both  the  cost  and  fair  market  value  as 
of  March  1,  1913,  if  acquired  prior  thereto,  of  both  the  old  and  the 
new  shares  is  determined  in  accordance  with  the  following  rules: 

(1)  Where  the   stock  issued  as  a   dividend  is  all  of  substantially 
the  same  character  or  preference  as  the  stock  upon  which  the  stock 
dividend  is  paid,  the  cost  of  each  share,  and  when  acquired  prior  to 
March  1,   1913,   the   fair  market  value   as   of  such   date,  will   be   the 
quotient  of  the  cost,  or  such  fair  market  value  of  the  old  shares  of 
stock,  divided  by  the  total  number  of  the  old  and  new  shares. 

(2)  Where  the  stock  issued  as  a  dividend  is  in  whole  or  in  part 
of  a  character  or  preference  materially  different  from  the  stock  upon 
which  the  stock  dividend  is  paid,  the  cost,  and  when  acquired  prior 
to  March  1,  1913,  the  fair  market  value  as  of  such  date,  of  the  old 
shares  of  stock  shall  be  divided  between  such  old  stock  and  the  new 
stock,  in  proportion,  as  nearly  as  may  be,  to  the  respective  values  of 
each  class  of  stock,  old  and  new,  at  the  time  the  new  shares  of  stock 
are  issued,  and  the  cost,  and  when  acquired  prior  to  March  1,  1913, 
the  fair  market  value  as  of  such  date,  of  each  share  of  stock  will  be 
the  quotient  of  the  cost  or  such  fair  market  value  as  of  March  1,  1913, 
of  the  class  to  which  such  share  belongs  divided  by  the  number  of 
shares  in  that  class. 

(3)  Where  the   stock  with  respect  to  which  a   stock   dividend   is 
issued  was  purchased  at  different  times   and  at  different  prices  and 
the  identity  of  the  lots  can  not  be  determined,  any  sale  of  the  origi- 
nal  stock   will   be   charged   to   the   earliest   purchases   of   such   stock 
(see  article  39  as  amended),  and  any  sale  of  dividend  stock   issued 
with  respect  to  such  stock  will  be  presumed  to  have  been  made  from 
the  stock  issued  with  respect  to  the  earliest  purchased  stock,  to  the 
amount  of  the  dividend  chargeable  to  such  stock. 

ART.  1548.  Distribution  in  liquidation. — So-called  liquidation  or  disso- 
lution dividends  are  not  dividends  within  the  meaning  of  the  statute, 
and  amounts  so  distributed,  whether  or  not  including  any  surplus 
earned  since  February  28,  1913,  are  to  be  regarded  as  payment  for 
the  stock  of  the  dissolved  corporation.  Any  excess  so  received  over 
the  cost  of  his  stock  to  the  stockholder  constitutes  income  to  such 
stockholder.  However,  if  such  stock  was  acquired  prior  to  March  1, 
1913,  and  the  fair  market  value  as  of  such  date  was  greater  than  the 
cost  but  less  than  the  amount  so  distributed,  the  taxable  income  is 
the  excess  over  such  fair  market  value  of  the  amount  received,  but 
no  gain  is  recognized  if  the  amount  received,  although  more  than 
cost,  is  less  than  the  fair  market  value  of  the  stock  on  March  1,  1913. 
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A  distribution  in  liquidation  of  the  assets  and  business  of  a  corpora- 
tion, which  is  a  return  to  the  stockholder  of  the  value  of  his  stock 
upon  a  surrender  of  his  interest  in  the  corporation,  is  distinguishable 
from  a  dividend  paid  by  a  going  corporation  out  of  current  earnings 
or  accumulated  surplus  when  declared  by  the  directors  in  their 
discretion,  which  is  in  the  nature  of  a  recurrent  return  upon  the  stock. 

ART.  1549.  Distribution  from  depletion  or  depreciation  reserve. — A  re- 
serve set  up  out  of  gross  income  by  a  corporation  and  maintained 
for  the  purpose  of  making  good  any  loss  of  capital  assets  on  account 
of  depletion  or  depreciation  is  not  a  part  of  its  surplus  out  of  which 
ordinary  dividends  may  be  paid.  A  distribution  made  from  such  a 
reserve  will  be  considered  a  liquidating  dividend  and  will  constitute 
income  to  a  stockholder  to  the  extent  that  the  amount  so  received 
is  in  excess  of  the  cost  of  his  shares  of  stock.  If  such  stock  were 
acquired  prior  to  March  1,  1913,  and  the  fair  market  value  as  of  such 
date  was  greater  than  the  cost  thereof  and  less  than  the  amount  re- 
ceived, the  income  which  is  taxable  is  the  excess  over  such  market 
value  of  the  amount  received,  but  no  gain  is  recognized  if  the  amount 
received  is  more  than  the  cost  but  less  than  the  fair  market  value  of 
the  stock  on  March  1,  1913.  No  distribution,  however,  will  be  deemed 
to  have  been  made  from  such  a  reserve  except  to  the  extent  that  the 
amount  paid  exceeds  the  surplus  and  undivided  profits  of  the  cor- 
poration. In  general,  any  distribution  made  by  the  corpora- 
tion other  than  out  of  earnings  or  profits  accumulated  since  Feb- 
ruary 28,  1913,  is  to  be  regarded  as  a  return  to  the  stockholder  of 
part  of  the  capital  represented  by  his  shares  of  stock,  and  upon  a 
subsequent  sale  of  such  stock  his  gain  will  be  the  excess  of  the  sell- 
ing price  over  the  cost  of  the  stock  after  applying  on  such  cost  the 
amount  of  such  capital  distribution.  However,  if  such  shares  were 
acquired  prior  to  March  1,  1913,  and  the  fair  market  value  as  of  such 
date  was  greater  than  the  cost  thereof  after  applying  on  such  cost 
and  value  the  amount  of  any  such  capital  distribution,  and  was  less 
than  the  sum  received  in  distribution,  the  amount  which  is  taxable 
is  the  excess  over  such  value  of  the  sum  received  in  distribution. 
But  no  gain  is  recognized  if  the  amount  received  is  more  than  the 
cost  but  less  than  the  fair  market  value  of  the  stock  on  March  1,  1913, 
after  the  amount  of  any  such  capital  distribution  is  applied  to  such 
cost  and  value. 

ART.  1561.  Basis  for  determining  gain  or  loss  from  sale. — For  the 
purpose  of  ascertaining  the  gain  or  loss  from  the  sale  or  exchange 
of  property  the  basis  is  the  cost  of  such  property,  or  if  acquired  on 
or  after  March  1,  1913,  its  cost  or  its  approved  inventory  value.  But 
in  the  case  of  property  acquired  before  March  1,  1913,  when  its  fair 
market  value  as  of  that  date  is  in  excess  of  its  cost,  the  gain  which 
is  taxable  is  the  excess  of  the  amount  realized  therefor  over  such 
fair  market  value.  Also  in  the  case  of  property  acquired  before 
March  1,  1913,  when  its  fair  market  value  as  of  that  date  is  lower 
than  its  cost,  the  deductible  loss  is  the  excess  of  such  fair  market 
value  over  the  amount  realized  therefor.  No  gain  or  loss  is  recog- 
nized in  the  case  of  property  sold  or  exchanged  (a)  at  more  than 
cost  but  at  less  than  its  fair  market  value  as  of  March  1,  1913,  or 
(b)  at  less  than  cost  but  at  more  than  its  fair  market  value  as  of 
March  1,  1913.  In  any  case  proper  adjustment  must  be  made  for 
any  depreciation  or  depletion  sustained.  What  the  fair  market  value 
of  property  was  on  March  1,  1913,  is  a  question  of  fact  to  be  estab- 
lished by  any  evidence  which  will  reasonably  and  adequately  make 
it  appear.  As  to  inventories  see  section  203  of  the  statute  and 
articles  1581-1588.  The  fair  market  value  as  of  March  1,  1913,  has 
no  bearing  on  the  determination  of  the  invested  capital  of  a  corpo- 
ration for  the  purpose  of  the  war  profits  and  excess-profits  tax.  See 
section  326  and  article  831. 
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ART.  1562.  Sale  of  property  acquired  by  gift  or  bequest. — The  cost  of 
such  property  to  the  person  making  the  sale  or  other  disposition 
thereof  is  the  fair  market  value  of  the  property  at  the  date  of 
acquisition  and  the  taxable  gain  derived  or  the  deductible  loss  sus- 
tained from  such  sale  or  other  disposition  shall  be  computed  in 
accordance  with  the  provisions  of  article  1561  as  amended.  For  the 
purpose  of  determining  the  profit  or  loss  from  sale  of  property 
acquired  by  bequest,  devise,  or  descent  since  February  28,  1913,  its 
value  as  appraised  for  the  purpose  of  the  federal  estate  tax,  or  in 
the  case  of  estates  not  subject  to  that  tax,  is  value  as  appraised  in 
the  state  court  for  the  purpose  of  state  inheritance  taxes,  should  be 
deemed  to  be  its  fair  market  value  when  acquired.  See  section 
213  (b)  (3)  of  the  statute  and  article  73. 

ART.  1564.  Determination  of  gain  or  loss  from  exchange  of  property. — 
(a)  The  amount  of  income  derived  from  an  exchange  of  property, 
as  of  stock  for  a  bond,  is  the  excess  of  the  fair  market  value  at  the 
time  of  exchange  of  the  property  received  in  exchange  over  the 
original  cost  of  the  property  exchanged  for  it.  If  the  property 
exchanged  was  acquired  prior  to  March  1,  1913,  and  its  fair 
market  value  on  that  date  was  greater  than  the  cost,  the  income 
which  is  taxable  is  the  excess  of  the  fair  market  value  at  the  time 
of  exchange  of  the  property  received  in  exchange  over  the  fair  market 
value  on  March  1,  1913,  of  the  property  exchanged.  No  gain  is 
recognized  if  the  fair  market  value  of  the  property  received  in  ex- 
change is  more  than  the  cost  of  the  property  exchanged  but  less  than 
its  fair  market  value  as  of  March  1,  1913.  The  amount  of  income 
derived  from  a  subsequent  sale  for  cash  of  property  received  in 
exchange  for  other  property  on  or  after  March  1,  1913,  is  the  excess 
of  the  amount  so  received  over  the  fair  market  value  of  the  property 
acquired  at  the  date  of  the  acquisition,  (b)  If  the  property  received 
in  exchange  is  substantially  the  same  property  or  has  no  market 
value,  then  no  gain  or  loss  is  realized,  but  the  new  property  is  to  be 
regarded  as  substituted  for  the  old,  and  upon  the  sale  of  the  new 
property  the  amount  of  income  derived  is  the  excess  of  the  amount 
so  received  over  the  cost  of  the  old.  However,  if  the  old  was 
acquired  prior  to  March  1,  1913,  and  its  fair  market  value  as  of  that 
date  is  in  excess  of  its  cost  but  less  than  the  amount  received,  the 
taxable  gain  is  the  excess  over  such  value  as  of  March  1,  1913,  of 
the  amount  received.  No  gain  is  recognized  if  the  property  is  sold 
at  more  than  the  cost  of  the  old  property  but  at  less  than  its  fair 
market  value  as  of  March  1,  1913. 

ART.  1565.  Exchange  for  different  kinds  of  property.— (a}  If  property 
is  exchanged  for  two  different  kinds  of  property,  such  as  bonds  and 
stock,  the  bonds  having  a  market  value  and  the  stock  none,  the  value 
of  the  bonds  is  to  be  compared  with  the  cost.  If  the  market  value 
of  the  bonds  is  less  than  such  cost  the  difference  represents  the  cost 
of  the  stock.  If  the  market  value  of  the  bonds  is  greater  than  such 
cost  the  difference  represents  gain  and  is  taxable  at  the  time  of  the 
exchange  unless  the  original  property  was  acquired  prior  of  March 
1,  1913,  in  which  case  the  amount  of  gain  taxable  is  computed  as 
provided  in  article  1564  as  amended.  In  either  case  the  entire  pro- 
ceeds of  such  stock  will  be  taxable,  (b)  If  property  is  exchanged 
for  two  different  kinds  of  property,  such  as  bonds  and  stocks,  neither 
having  a  fair  market  value,  the  cost  of  the  original  property  should 
be  apportioned,  if  possible,  between  the  bonds  and  stock  for  the 
purpose  of  determining  gain  or  loss  on  subsequent  sales.  If  no  fair 
apportionment  is  practicable,  no  profit  on  any  subsequent  sale  of 
any  part  of  the  bonds  or  stock  is  realized  until  out  of  the  proceeds 
of  sales  shall  have  been  recovered  the  entire  cost  of  the  original 
property. 

366 


Income-tax  Department 


ART.  1566.  Exchange  of  property  and  stock. — Where  property  is  trans- 
ferred to  a  corporation  in  exchange  for  its  stock,  the  exchange  con- 
stitutes a  closed  transaction,  and  the  former  owner  of  the  property 
realizes  a  gain  or  loss  if  the  stock  has  a  market  value  and  such 
market  value  is  greater  or  less  than  the  cost  of  the  property  given  in 
exchange.  However,  if  the  property  was  acquired  prior  to  March  1, 
1913,  the  amount  of  taxable  gain  or  deductible  loss  shall  be  deter- 
mined in  accordance  with  article  1561  as  amended.  For  the  rule 
applicable  where  a  corporation,  in  connection  with  a  reorganization, 
merger,  or  consolidation,  exchanges  property  for  stock,  see  article 
1567. 

ART.  1568.  Determination  of  gain  or  loss  from  subsequent  sale. — The 
new  stock  and  securities  received,  as  described  in  the  preceding 
article,  take  the  place  of  the  old  stock  and  securities.  For  the  pur- 
pose, therefore,  of  ascertaining  the  gain  derived  or  loss  sustained 
from  the  subsequent  sale  of  any  stock  of  A  or  of  the  consolidated 
corporation,  so  received,  the  original  cost  to  the  taxpayer  of  the 
stock  of  B  or  A  in  respect  of  which  the  new  stock  was  issued,  less 
any  untaxed  distribution  made  to  the  taxpayer  by  A  out  of  the 
former  capital  or  surplus  of  B,  or  by  the  consolidated  corporation 
out  of  the  former  capital  or  surplus  of  A  or  B,  is  the  basis  for  de- 
termining the  amount  of  such  gain  or  loss.  However,  the  gain 
which  is  taxable  or  the  loss  which  is  deductible  in  the  case  of  the 
subsequent  sale  of  any  stock  of  A  or  of  the  consolidated  corporation, 
so  received,  when  the  stock  of  B  or  A  in  respect  of  which  new 
stock  was  issued  was  acquired  prior  to  March  1,  1913,  shall  be  de- 
termined in  accordance  with  the  provisions  of  article  1561  as  amended. 
When  securities  of  a  single  class  are  exchanged  for  new  securities 
of  the  same  total  par  value  but  of  different  classes  for  the  purpose 
of  determining  profit  or  loss  on  the  subsequent  sale  of  any  of  the 
new  securities,  the  proportion  of  the  original  cost  to  be  allocated 
to  each  class  of  new  securities  is  that  proportion  which  the  market 
value  of  the  particular  class  bears  to  the  market  value  of  all  securi- 
ties received  on  the  date  of  the  exchange.  If  the  securities  exchanged 
were  acquired  prior  to  March  1,  1913,  the  proportion  of  their  value 
as  of  such  date  to  be  allocated  to  each  class  of  new  securities  is 
that  proportion  which  the  market  value  of  the  particular  class  bears 
to  the  market  value  of  all  securities  received  on  the  date  of  the 
exchange  and  the  gain  or  loss  shall  be  determined  in  accordance 
with  the  provisions  of  article  1561  as  amended.  For  example,  if 
100  shares  of  common  stock,  par  value  $100,  are  exchanged  for  50 
shares  of  preferred  and  50  shares  of  common  each  of  $100  par  value, 
and  the  cost  of  the  old  stock  was  $250  per  share,  or  $25,000,  but  the 
market  value  of  the  preferred  on  the  date  of  the  exchange  was  $110 
per  share,  or  $5,500  for  the  50  shares,  and  the  market  value  of  the 
common  was  $440  per  share  or  $22,000  for  the  50  shares  of  common, 
one-fifth  of  the  original  cost,  or  $5,000,  would  be  regarded  as  the 
cost  of  the  preferred  and  four-fifths,  or  $20,000  as  the  cost  of  com- 
mon. The  same  method  of  computation  should  be  used  in  the  case 
of  stock  acquired  prior  to  March  1,  1913,  in  order  to  ascertain  the 
proportion  of  such  value  to  be  allocated  to  each  class  of  new  securi- 
ties on  that  date  and  the  taxable  gain  or  deductible  loss  should 
thereafter  be  computed  in  accordance  with  article  1561  as  amended 
Similarly,  the  cost  after  reorganization,  merger,  or  consolidation  of 
the  assets  of  A,  or  of  the  consolidated  corporation,  is  the  sum  of  the 
cost  of  the  assets  of  A  and  B  for  the  purpose  of  ascertaining  the 
gain  or  loss  from  a  subsequent  sale.  However,  in  case  the  assets 
were  acquired  prior  to  March  1,  1913,  in  order  to  compute  the  taxable 
gain  or  deductible  loss  under  article  1561  as  amended,  the  fair  market 
value  as  of  such  date  should  also  be  ascertained  by  taking  the  sum 
of  the  fair  market  value  of  the  assets  of  A  and  B.  The  new  invested 
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capital  of  A,  or  of  the  consolidated  corporation,  is  to  be  determined 
as  if  A  and  B  were  rendering  a  consolidated  return  as  affiliated  cor- 
porations. See  sections  240  and  326  of  the  statute  and  articles  631- 
638  and  864-869. 

ART.  1569.  Exchange  of  stock  for  other  stock  of  greater  par  value.—* 
If  in  the  case  of  any  reorganization,  merger,  or  consolidation,  the 
aggregate  par  or  face  value  of  the  new  stock  or  securities  received 
is  in  excess  of  the  aggregate  par  or  face  value  of  the  stock  or 
securities  exchanged,  income  will  be  realized  from  the  transaction 
by  the  recipients  of  the  new  stock  or  securities  to  an  amount  limited 
by  (a)  the  excess  of  the  par  or  face  value  of  the  new  stock  or 
securities  over  the  par  or  face  value  of  the  old,  and  (b)  the  excess 
of  the  fair  market  value  of  the  new  stock  or  securities  over  the  cost 
of  the  old,  unless  the  old  stock  or  securities  were  acquired  prior  to 
March  1.  1913,  and  their  fair  market  price  or  value  as  of  that  date 
was  greater  than  their  cost,  in  which  case  the  fair  market  value  of 
the  new  stock  or  securities  must  be  in  excess  of  the  fair  market 
value  as  of  March  1,  1913,  of  the  old.  The  taxable  profit  will  be 
(a)  or  (b),  whichever  is  less.  On  a  subsequent  sale  of  the  new 
stock  or  securities  their  cost  to  the  taxpayer  will  be  the  cost  of  the 
old  stock  or  securities  plus  the  profit  taxed  on  the  exchange. 

ART.  1570.  Readjustment  of  partnership  interests. — When  a  partner 
retires  from  a  partnership,  or  it  is  dissolved,  he  realizes  a  gain  or 
loss  measured  by  the  difference  between  the  price  received  for  his 
interest  and  the  cost  to  him  of  his  interest  in  the  partnership,  in- 
cluding in  such  cost  the  amount  of  his  share  in  any  undistributed 
partnership  net  income  earned  since  he  became  a  partner,  on  which 
the  income  tax  has  been  paid.  However,  if  such  interest  in  the 
partnership  was  acquired  prior  to  March  1,  1913,  both  the  cost  as 
hereinbefore  provided  and  the  value  of  such  interest  as  of  such  date, 
plus  the  amount  of  the  share  in  any  undistributed  partnership  net 
income  earned  since  February  28,  1913,  on  which  the  income  tax  has 
been  paid,  shall  be  ascertained  and  the  taxable  gain  derived  or  the 
deductible  loss  sustained  shall  be  computed  as  provided  in  article 
1561  as  amended.  If  the  partnership  distributes  its  assets  in  kind 
and  not  in  cash,  the  partner  realizes  no  gain  or  loss  until  he  disposes 
of  the  property  received  on  liquidation.  See  article  1566  as  amended. 
Whenever  a  new  partner  is  admitted  to  a  partnership,  or  any  exist- 
ing partnership  is  reorganized,  the  facts  as  to  such  change  or  reor- 
ganization should  be  fully  set  forth  in  the  next  return  of  income,  in 
order  that  the  Commissioner  may  determine  whether  any  gain  or 
loss  has  been  realized  by  any  partner.  See  also  article  1563. 

(T.  D.  3209— August  4,  1921.) 

Income  iax — Losses. 

Article  141,  Regulations  No.  45  (1920  ed.),  as  amended  by  T.  D.  3206 
of  July  28,  1921,  further  amended. 

Article  141  of  regulations  No.  45  (1920  ed.),  as  amended  by 
T.  D.  3206,  is  hereby  further  amended  for  the  purpose  of  supplying 
an  omission,  to  read  as  follows: 

ART.  141.  Losses. — Losses  sustained  during  the  taxable  year  and  not 
compensated  for  by  insurance  or  otherwise  are  fully  deductible 
(except  by  nonresident  aliens)  if  (a)  incurred  in  a  taxpayer's  trade 
or  business,  or  (b)  incurred  in  any  transaction  entered  into  for 
profit,  or  (c)  arising  from  fires,  storms,  shipwreck,  or  other  casualty, 
or  theft.  They  must  usually  be  evidenced  by  closed  and  completed 
transactions.  In  the  case  of  the  sale  of  assets  the  loss  will  be  the 
difference  between  the  cost  thereof  less  depreciation  sustained  since 
acquisition  and  the  price  at  which  sold  or  disposed  of.  However, 
the  loss  which  is  deductible  in  the  case  where  such  property  was 
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acquired  before  March  1,  1913,  and  where  its  fair  market  value  on 
that  date  was  less  than  the  cost  thereof,  is  the  difference  between 
such  value  (less  depreciation)  and  the  price  at  which  sold  or  dis- 
posed of.  No  loss  is  recognized  in  the  case  of  property  sold  at  less 
than  cost  minus  depreciation  but  for  more  than  its  fair  market  value 
as  of  March  1,  1913.  See  section  202  of  the  statute  and  articles 
39-46  and  1561  as  amended.  When  loss  is  claimed  through  the  de- 
struction of  property  by  fire,  flood,  or  other  casualty,  the  amount 
deductible  will  be  the  difference  between  the  cost  of  the  property 
and  the  salvage  value  thereof,  after  deducting  from  such  cost  the 
amount,  if  any,  which  has  been  or  should  have  been  set  aside  and 
deducted  in  the  current  year  and  previous  years  from  gross  income 
on  account  of  depreciation  and  which  has  not  been  paid  out  in  mak- 
ing good  the  depreciation  sustained.  In  the  case  of  property  acquired 
before  March  1,  1913,  when  the  fair  market  value  as  of  that  date  is 
lower  than  the  cost,  the  deductible  loss  is  the  difference  between 
such  value  and  the  salvage  value  thereof  after  deducting  from  the 
value  as  of  March  1,  1913,  the  amount,  if  any,  which  has  been  or 
should  have  been  set  aside  and  deducted  in  the  current  year  and 
previous  years  from  gross  income  on  account  of  depreciation  and 
which  has  not  been  paid  out  in  making  good  the  depreciation  sus- 
tained. No  loss  is  recognized  where  the  salvage  value  is  less  than 
the  cost  but  more  than  the  depreciated  value  of  such  property  as  of 
March  1,  1913.  In  any  event  the  loss  should  be  reduced  by  the 
amount  of  any  insurance  or  other  compensation  received.  See  articles 
49  and  50.  A  loss  on  the  sale  of  residential  property  is  not  de- 
ductible unless  the  property  was  purchased  or  constructed  by  the 
taxpayer  with  a  view  to  its  subsequent  sale  for  pecuniary  profit. 
Losses  in  illegal  transactions  are  not  deductible.  Where  a  person 
gives  away  property,  or  is  divested  thereof  by  death,  no  realization 
of  loss  results  therefrom. 

(T.  D.  3210— August  4,  1921.) 
Income  tax — Return  of  information. 

Amending  article  1073,  Regulations  No.  45  (1920  ed.),  relative  to 
returns  of  information  by  partnerships,  personal  service  corpora- 
tions, and  fiduciaries. 

Regulations  No.  45  (1920  ed.),  is  amended  by  changing  article 
1073  to  read  as  follows: 

ART.  1073.  Return  of  information  by  partnerships,  personal  service  cor- 
porations, and  fiduciaries. — Partnerships  and  personal  service  corporations 
shall  prepare  reports  on  Form  1099  (revised)  for  each  member  of 
the  partnership  or  personal  service  corporation,  and  fiduciaries  shall 
prepare  such  reports  for  each  beneficiary  of  the  estate  or  trust, 
showing  in  every  case  the  distributive  shares  of  the  members  or 
beneficiaries,  whether  or  not  actually  distributed.  If  the  books  of 
account  of  a  partnership,  personal  service  corporation,  or  fiduciary 
are  kept  on  the  basis  of  a  fiscal  year,  the  returns  of  information, 
Form  1099  (revised),  showing  the  distributive  shares  of  the  members 
or  beneficiaries,  shall  be  rendered  on  a  fiscal  year  basis.  Such  re- 
turns, accompanied  by  Form  1096  (revised),  shall  be  filed  on  or 
before  the  fifteenth  day  of  the  third  month  following  the  close  of 
the  fiscal  year.  All  other  returns  of  information,  Form  1099  (revised), 
required  to  be  filed  by  a  partnership,  personal  service  corporation,  or 
a  fiduciary,  shall  be  rendered  on  a  calendar  year  basis,  regardless  of 
the  fact  that  its  books  of  account  are  kept  on  a  fiscal  year  basis. 
Such  returns,  accompanied  by  Form  1096  (revised)  shall  be  filed  on 
or  before  March  15  of  the  year  following  that  for  which  the  returns 
are  made. 
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(T.  D.  3215— August  16,  1921.) 
Income  tax — Deductions  from  contributions. 

Contributions  to  Red  Cross  and  other  recognized  war  organizations 
deducted  in  returns  of  corporations  for  the  year  1918 — Modifica- 
tion of  T.  D.  3105  of  December  27,  1920. 

In  order  to  obviate  the  necessity  of  filing  amended  returns  on  the 
prescribed  forms  for  the  year  1918,  corporations  which,  prior  to  the 
issuance  of  T.  D.  2847,  filed  their  completed  returns  and  erroneously 
claimed  therein  deductions  on  account  of  contributions  to  the  Red 
Cross  and  other  recognized  war  organizations,  are  required  to  file 
with  the  collector  of  internal  revenue  within  30  days  from  date  of 
this  decision  a  supplemental  return  in  the  form  of  a  statement  under 
oath  showing  the  amount  of  such  deductions  claimed,  the  amount  of 
net  income  as  reported  and  as  corrected,  and  the  amount  of  addi- 
tional tax  due.  Payment  of  the  total  amount  of  additional  tax 
shown  to  be  due  by  such  supplemental  return  must  also  be  made 
within  30  days. 

In  cases  where  this  procedure  is  followed,  formal  amended  returns 
will  not  be  required  and  the  supplemental  returns  referred  to  when 
received  by  this  office  through  the  collector's  office  will  be  filed  with 
the  original  returns. 

Where  in  connection  with  any  return  for  the  year  1918  an  audit 
of  the  books  of  the  corporation  has  been  made  by  the  department 
and  the  amount  of  such  contributions  disclosed,  the  statement  herein 
provided  for  need  not  be  made. 

Failure  by  a  corporation  to  file  a  supplemental  return  as  required 
will  subject  it  to  the  penalties  provided  by  section  3176,  United 
States  Revised  Statutes. 

(T.  D.  3220— August  26,  1921.) 
Income   tax — appreciated  or  inflated  values. 

Use  of  appreciated  or  inflated  values  in  determining  invested  capital 
shown  in  income  and  excess-profits-tax  returns  for  1917  and 
subsequent  years. 

An  examination  of  income  and  excess-profits-tax  returns  for  1917 
and  subsequent  years  has  disclosed  that  many  taxpayers  have  used 
appreciated  and  inflated  values  in  determining  invested  capital 
shown  in  such  returns  contrary  to  section  207  of  the  revenue  act  of 
1917  and  section  326  of  the  revenue  act  of  1918. 

This  office  has  held  consistently  that  the  use  of  appreciated  or 
inflated  values  in  determining  invested  capital  is  not  permissible 
and  this  ruling  has  been  sustained  by  the  United  States  supreme 
court  in  the  case  of  the  La  Belle  Iron  Works  v.  United  States  (41 
Sup.  Ct.,  528;  T.  D.  3051). 

All  taxpayers  who,  in  the  preparation  of  their  income  and  excess- 
profits-tax  returns  for  1917  and  subsequent  years,  have  used  appre- 
ciated or  inflated  values  in  determining  the  amount  of  their  invested 
capital  are  required  to  file  with  the  collector  of  internal  revenue 
within  90  days  from  date  of  this  decision  amended  returns  for  each 
of  such  years,  in  which  the  invested  capital  shall  be  computed  strictly 
in  accordance  with  the  law  and  regulations  and  without  the  use  of 
appreciated  or  inflated  values.  It  is  not  required  that  such  amended 
returns  shall  include  the  figures  shown  in  the  original  returns  which 
are  unaffected  by  this  decision.  Only  such  figures  as  are  necessary 
to  show  the  correct  values  used  in  the  computation  of  invested  capital 
and  such  totals  as  are  necessary  to  a  redetermination  of  the  tax 
need  be  shown.  Payment  of  the  additional  tax  shown  to  be  due  on 
such  amended  returns  must  also  be  made  at  the  time  the  returns 
are  filed. 
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Failure  to  file  amended  returns  within  the  time  specified  will 
subject  taxpayers  to  the  penalties  provided  for  in  section  3176, 
United  States  Revised  Statutes,  as  amended. 

(T.  D.  3229— September  12,  1921.) 

Income  tax. 

Amending  Article  1013,  Regulations  No.  45   (1920  ed.),  as  amended 
by  T.  D.  3216  of  August  16,  1921. 

Article  1013,  regulations  No.  45  (1920  ed.),  as  amended  by  T.  D. 
3216,  of  August  16,  1921,  is  hereby  amended  to  read  as  follows: 

ART.  1013.  Declaration  of  termination  of  taxable  period. — In  the  case 
of  a  taxpayer  who  designs  by  immediate  departure  from  the  country 
or  otherwise  to  avoid  payment  of  the  tax  for  the  preceding  or  cur- 
rent taxable  year,  the  commissioner  may  so  find  upon  evidence 
satisfactory  to  him  and  may  declare  the  taxable  period  for  such 
taxpayer  terminated  at  the  end  of  the  month  last  past,  causing  the 
service  upon  him  of  a  notice  and  demand  for  immediate  payment 
of  the  tax  declared  due  and  any  other  tax  unpaid.  In  such  a  case  the 
taxpayer  is  entitled  to  a  full  personal  exemption  and  credit  for 
dependents,  if  otherwise  allowable.  See  section  216  of  the  statute 
and  articles  301-7.  Aliens  departing  from  the  United  States  will  be 
required  to  present  certificates  of  compliance  with  income-tax  obli- 
gations to  internal  revenue  officers  at  the  point  of  departure.  Aliens, 
whether  resident  or  nonresident,  who  intend  to  depart  from  this 
country  should  appear  before  the  collector  or  deputy  collector  of 
internal  revenue  for  the  district  in  which  they  reside  and  satisfy  all 
income-tax  obligations  with  respect  to  income  received  up  to  and 
including  the  calendar  month  next  preceding  that  of  their  intended 
departure.  Upon  payment  of  such  obligations  or  upon  satisfactory 
evidence  that  no  tax  is  due  and  payable  the  collector  or  deputy  col- 
lector will  issue  a  certificate  of  compliance  to  the  applicant.  A  cer- 
tificate of  compliance  issued  by  a  collector  or  deputy  collector  must 
be  presented  at  the  office  of  the  revenue  agent  at  the  point  of  de- 
parture, who  will  issue  an  income-tax  clearance  which  will  be  taken 
up  at  the  pier.  Aliens  presenting  themselves  at  the  point  of  departure 
without  such  certificates  of  compliance  will  be  examined  by  internal 
revenue  officers  at  that  point  and  such  taxes  as  appear  to  be  due  and 
owing  will  be  collected.  American  citizens  departing  from  the  United 
States  will  not  be  required  to  procure  certificates  of  compliance  or  to 

? resent  any  other  evidence  of  compliance  with  income-tax  obligations, 
f  suit  is  necessary  to  collect  the  tax  made  due  and  payable  by  the 
provisions  of  section  250  (g)  of  the  statute,  the  commissioner's  find- 
ing is  presumptive  evidence  of  the  taxpayer's  design.  A  taxpayer 
who  is  not  in  default  in  making  returns  or  in  paying  other  taxes 
may  procure  the  postponement  until  the  usual  time  of  the  payment 
of  taxes  declared  or  declarable  to  be  due  pursuant  to  this  article  by 
depositing  with  the  commissioner  United  States  bonds  of  a  principal 
amount  double  the  estimated  amount  of  taxes  due  from  such  person 
for  the  taxable  year  or  by  furnishing  such  other  security  as  may  be 
approved  by  the  commissioner.  See  section  1320. 
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EDITED  BY  H.  A.  FINNEY 

TURNOVER 
Editor,  Students'  Department: 

SIR:    From  the  following  figures  kindly  advise  what  the  turnover  for 
the  year  was  and  how  you  arrive  at  it : 

Inventory,  January  1,  1020 $50,000.00 

Purchases  during  the  year  150,000.00 


$200,000.00 
Inventory,  December  31,  1920   60,000.00 


Cost  of  goods  sold $140,000.00 


Net  sales  $200,000.00 

Yours  truly, 

Greensboro,  North  Carolina.  J.  J.  L. 

There  is  a  good  deal  of  difference  of  opinion  as  to  the  meaning  of 
"turnover"  and  as  to  the  method  of  computing  it.  Some  use  the  term  in 
conjunction  with  working  capital.  When  so  used,  turnover  means  the 
quotient  obtained  by  dividing  the  net  sales  by  the  working  capital.  Ac- 
countants usually  employ  the  term  in  relation  to  merchandise  inventories. 
When  so  used,  turnover  means  the  quotient  obtained  by  dividing  the  cost 
of  sales  by  the  inventory. 

On  this  point  Mr.  Montgomery  has  the  following  to  say:  "Uniformity 
is  desirable  in  accountancy  terminology,  so  the  author  suggests  this  defini- 
tion: The  turnover  of  a  merchant  or  manufacturer  represents  the  number 
of  times  his  capital  in  the  form  of  stock-in-trade  is  reinvested  in  stock-in- 
trade  during  a  given  period.  To  ascertain  the  turnover,  take  the  starting 
inventory,  add  the  purchases  or  cost  of  manufactured  goods,  and  deduct 
the  inventory  at  the  end;  divide  the  total  by  the  starting  inventory.  The 
result  will  be  the  number  of  times  the  capital  invested  in  stock-in-trade 
has  been  turned  over  during  the  period." 

Computed  by  this  method,  the  turnover  asked  for  in  the  above  letter 
would  be  determined  as  follows: 

Inventory,  January  1,  1920  $50,000.00 

Purchases  during  the  year 150,000.00 


Total    $200,000.00 

Less  inventory,  December  31,  1920 60,000.00 


Cost  of  goods  sold $140,000.00 

140,000.00-^50,000.00  =  2.8,  the  turnover. 

This  method  of  determining  the  turnover  does  not  take  into  consider- 
ation the  fact  that  the  opening  inventory  may  not  represent  the  normal  or 
average  capital  invested  in  stock-in-trade,  because  the  stock  may  be  grad- 
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ually  increasing  or  decreasing  or  because  the  business  may  have  a  seasonal 
trade  and  consequently  carry  varying  stocks  at  different  times  during  the 
year. 

If  the  stock  is  gradually  increasing  or  decreasing,  a  nearer  approach  to 
the  average  investment  in  inventories  may  be  obtained  by  using  as  a 
divisor  the  average  of  the  inventories  at  the  beginning  and  end  of  the  year. 
Computed  by  this  method,  the  turnover  would  be  determined  as  follows : 

Cost  of  sales  (as  above)    $140,000.00 

Inventory,  January  1,  1920 $50,000,00 

Inventory,  December  3.1,  1920  . . .  60,000.00 


Total $110,000.00 


Average   $55,000.00 

140,000.00  -f-  55,000.00  =  2.545,  the  turnover. 

This  attempt  to  ascertain  the  average  investment  in  stock  will  be  fairly 
accurate  if  the  inventory  is  uniform  throughout  the  year  or  is  steadily 
increasing  or  decreasing,  but  it  will  not  be  accurate  if  the  sales  and  con- 
sequently the  inventories  vary  materially  at  different  periods  of  the  year, 
because  both  opening  and  closing  inventories  are  taken  at  the  same  time 
during  the  year.  When  monthly  inventories  are  taken,  it  would  seem  that 
the  inventory  at  January  first  as  well  as  the  twelve  inventories  taken  at 
the  time  of  monthly  closings  should  be  averaged,  and  the  average  should 
be  used  as  a  divisor. 

The  question  naturally  arises  as  to  what  can  be  done  in  case  monthly 
inventories  are  not  taken;  and  it  is  suggested,  in  answer  to  that  question, 
that  the  inventories  may  be  approximated  by  the  gross-profit  method.  The 
rate  of  gross  profit  for  the  year  can  be  ascertained  when  the  annual  state- 
ments are  prepared,  and  if  conditions  have  been  fairly  uniform  during  the 
year  it  can  be  assumed  that  the  rate  for  the  year  has  been  maintained 
uniformly  through  the  year.  If  this  assumption  is  warranted,  the  approxi- 
mated inventories  will  be  correct  enough  for  use  in  determining  the  average 
inventory.  Of  course,  in  applying  the  gross-profit  method  it  will  be 
necessary  to  know  the  purchases  and  sales  month  by  month.  This  infor- 
mation can  be  obtained  from  the  monthly  trial  balances. 

To  illustrate  the  suggested  method,  the  following  statistics  will  be  used : 

Inventory  at  January  1   $42,000.00 

Total  purchases  for  the  year  331,500.00 

Inventory  at  December  31  59,625.00 

Purchases  and  sales,  by  months,  as  follows: 

Purchases  Sales 

January    $36,000.00  $45,000.00 

February  £3,000.00  46,000.00 

March . 29,000.00  42,000.00 

April  23,000.00  37,000.00 

May    22,000.00  32,000.00 
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June   

Purchases 
.     .           20  000  00 

Sales 
30  000  00 

July  . 

18  000  00 

28  000  00 

August   

22  000  00 

23  500  00 

September       

26  000  00 

31  000  00 

October       

31  000  00 

30  000  00 

November 

39  000  00 

3500000 

December     .    ... 

32  500  00 

39  000  00 

Total  for  the  year $331,500.00    $418,500.00 

It  is  obvious  that  the  heavy  sales  begin  toward  the  end  of  the  year  and 
continue  through  the  beginning  of  the  next  year  and  that  buying  is  heavy 
at  the  close  of  the  year  in  expectation  of  the  coming  seasonal  sales. 

If  the  turnover  is  computed  by  using  the  opening  inventory  as  a  divisor, 
the  calculation  is  as  follows : 

Inventory,  January  1  $42,000.00 

Purchases  for  the  year  331,500.00 


Total    $373,500.00 

Less  inventory,  December  31   59,625.00 


Cost  of  goods  sold  $313,875.00 

313,875.00  -f-  42,000.00  =  7.47,  the  number  of  turnovers. 
If  the  turnover  is  computed  by  using  the  average  of  the  opening  and 
closing  inventories  as  a  divisor,  the  calculation  is  as  follows: 

Cost  of  goods  sold  (as  above)   . .  $313,875.00 

Inventory,  January  1  $42,000.00 

Inventory,   December  31    59,625.00 


Total  $101,625.00 

Average  50,812.50 

313,875.00  -+-  50,812.50  =  6.17,  the  number  of  turnovers. 
If  the  inventories  are  approximated  to  determine  the  average  investment 
in  stock  during  the  year,  the  computation  is  made  as  follows : 
313,875.00  (cost  of  sales)  -^-  418,500.00  (sales)  =  75%. 
That  is,  the  cost  of  goods  sold  during  the  year  is  75%  of  the  sales ;  and 
it  is  assumed  that  the  cost  of  goods  sold  each  month  is  75%  of  the  sales 
of  the  month.     Using  this  rate   in  applying  the  gross-profit  method,  the 
several  inventories  are  approximated  as  follows : 

Inventory 

Jan.    1       Physical  inventory  $42,000.00 

Jan.  31       Inventory,  January  1    $42,000.00 

Purchases  for  January  36,000.00  $78,000.00 


Less  cost  of  goods  sold 

(75%  of  45,000.00)  33,750.00    44,250.00 
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Feb.  28      Inventory,  January  31  44,250.00 

Purchases  for  February   33,000.00    77,250.00 


Less  cost  of  goods  sold 

(75%  of  46,000.00)  34,500.00    42,750.00 


March  31  Inventory,  February  28   42,750.00 

Purchases  for  March  29,000.00    71,750.00 


Less  cost  of  goods  sold 

(75%  of  42,000.00)  31,500.00    40,250.00 


April  30    Inventory,  March  31  40,250.00 

Purchases  for  April  23,000.00    63,250.00 


Less  cost  of  goods  sold 

(75%  of  37,000.00)  27,750.00    35,500.00 


May  31      Inventory,  April  30   35,500.00 

Purchases  for  May  22,000.00    57,500.00 


Less  cost  of  goods  sold 

(75%  of  32,000.00)  24,000.00    33,500.00 


June  30     Inventory,  May  31    33,500.00 

Purchases  for  June   20,000.00    53,500.00 


Less  cost  of  goods  sold 

(75%  of  30,000.00)  22,500.00    31,000.00 


July  31      Inventory,  June  30   31,000.00 

Purchases  for  July  18,000.00    49,000.00 


Less  cost  of  goods  sold 

(75%  of  28,000.00)  21,000.00    28,000.00 


Aug.  31     Inventory,  July  31  28,000.00 

Purchases  for  August  22,000.00    50,000.00 


Less  cost  of  goods  sold 

(75%  of  23,500.00)  17,625.00    32,375.00 


Sept.  30     Inventory,  August  31    32,375.00 

Purchases  for  September  .......     26,000.00    58,375.00 


Less  cost  of  goods  sold 

(75  %  of  31,000.00)  23,250.00    35,125.00 
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Oct.  31      Inventory,  September  30  35,125.00 

Purchases  for  October   31,000.00    66,125.00 


Less  cost  of  goods  sold 

(75%  of  30,000.00)  22,500.00    43,625.00 


Nov.  30     Inventory,  October  31   43,625.00 

Purchases  for  November  .  39,000.00    82,625.00 


Less  cost  of  goods  sold 

(75%  of  35,000.00)  26,250.00    56,375.00 


Dec.  31      Inventory,  November  30   56,375.00 

Purchases  for  December 32,500.00    88,875.00 


Less  cost  of  goods  sold 

(75%  of  39,000.00)  29,250.00 


Inventory  (as  per  physical  inventory)  59,625.00 

The  total  of  the  thirteen  inventories  is  $524,375.00,  and  the  average  is 
$40,336.00. 

Then  313,875.00  -f-  40,336.00  =  7.78,  the  number  of  turnovers. 

This  figure,  7.78,  does  not  differ  a  great  deal  from  7.47,  the  turnover 
found  by  using  the  opening  inventory,  but  the  similarity  is  due  to  the  fact 
that  the  business  appears  to  be  gradually  increasing  as  indicated  by  the 
large  inventory  at  December  31  as  compared  with  the  inventory  at 
January  1,  and  this  increase  offsets  the  smaller  inventories  carried  during 
the  middle  of  the  year. 

RESERVE  FOR  SINKING  FUND 

Editor,  Students'  Department: 

SIR:  In  the  July  number  of  THE  JOURNAL  OF  ACCOUNTANCY  there 
appeared  an  article  by  Edwin  J.  Rock  on  Redemption  and  Replacement  of 
Bonded  Indebtedness.  In  this  article,  Mr.  Rock  seems  to  make  a  distinction 
between  the  paying  off  of  borrowed  money  and  the  provision  of  new  capital 
to  take  its  place.  He  says  (p.  37)  :  "When  directors  have  successfully 
floated  a  bond  issue  they  usually  have  more  or  less  definite  ideas  as  to  how 
it  will  be  paid  off,  but  they  seldom  give  much  thought  at  that  time  to  how 
the  capital  supplied  through  this  medium  will  be  replaced  at  maturity." 
My  understanding  has  always  been  that  the  paying  off  of  borrowed  money 
is,  of  itself,  the  replacing  of  that  money  or  capital. 

For  example,  if  $10,000.00  were  borrowed  to  purchase  a  machine,  and 
five  years  later  that  money  were  returned  to  the  lender,  the  machine  would 
still  be  on  hand  as  an  addition  to  capital.  To  provide  an  additional  replace- 
ment fund  which  would  amount  to  $10,000.00  at  the  end  of  five  years,  beside 
the  fund  accumulated  to  repay  the  loan,  would  be  making  an  addition  of 
$20,000.00  to  working  capital,  not  $10,000.00. 

It  may  be  that  I  have  misinterpreted  this  article,  or  that  I  am  on  the 
wrong  track  myself.  I  would  appreciate  it  if  you  would  explain  this  seem- 
ing error  in  a  future  issue  of  the  JOURNAL. 

Yours  truly, 

Philadelphia,  Pennsylvania.  H.  B. 
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Mr.  Rock's  point  is,  in  my  opinion,  very  well  taken.  To  use  your  own 
illustration,  let  us  assume  that  the  company  which  borrows  $10,000.00  to 
purchase  a  new  machine  has  a  working  capital  of  $40,000.00  at  the  time 
when  it  makes  the  loan.  Perhaps  it  is  advisable  to  call  attention  to  the 
fact  that  working  capital  is  the  excess  of  current  assets  over  current  lia- 
bilities. It  can  be  taken  for  granted  that  this  $40,000.00  working  capital  is 
essential  to  the  proper  conduct  of  the  operations  of  the  business — otherwise 
the  machine  could  be  purchased  by  using  cash  of  the  working  capital 
instead  of  by  borrowing.  Therefore  such  plans  as  are  made  for  the  repay- 
ment of  the  loan  should  take  into  consideration  the  fact  that  the  working 
capital  of  $40,000.00  should  not  be  depleted  by  the  repayment. 

Unless  the  borrowing  company  is  to  provide  for  the  repayment  by  in- 
curring a  new  liability  when  this  one  matures  or  by  the  sale  of  additional 
stock,  it  must  meet  the  obligation  from  its  present  working  capital  or 
from  profits.  Let  us  assume  that  the  profits  for  the  five  years  of  the  loan 
total  $25,000.00.  If  this  entire  amount  is  paid  out  in  dividends  the  loan 
will  have  to  be  paid  from  the  working  capital,  which  is  the  thing  Mr.  Rock 
points  out  should  be  avoided.  Therefore  some  provision  should  be  made 
to  prevent  paying  out  all  of  the  profits  in  dividends. 

This  object  is  accomplished  by  setting  up  a  reserve  for  sinking  fund, 
with  the  result  that  during  the  five  years  a  total  of  $10,000.00  is  transferred 
from  surplus  to  a  reserve.  This  reduces  the  surplus  available  for  dividends 
to  $15,000.00,  with  the  result  that  the  stockholders  leave  in  the  business 
$10,000.00  of  their  profits.  This  $10,000.00  left  in  the  business  supplies  the 
capital  which  the  company  found  it  necessary  to  borrow. 

The  situation  may  be  made  clearer  by  setting  up  partial  balance-sheets. 
In  these  balance-sheets  the  working  capital  will  appear  as  one  amount, 
although  it  is  of  course  understood  that  the  working  capital  is  the  difference 
between  sundry  current  assets  and  sundry  current  liabilities. 

Before  the  purchase  of  the  machine,  the  only  fact  of  interest  in  this 
discussion  is  the  working  capital,  which  appears  as  follows : 

BALANCE-SHEET 

Working  capital  $40,000.00 

After  the  purchase  of  the  machine,  the  condition  would  be  as  follows : 

Working  capital  $40,000.00      Bonds  payable    $10,000.00 

Machine    10,000.00 

At  the  end  of  the  five  years,  after  creating  a  reserve  and  using  $10,000.00 
of  the  cash  provided  by  the  profits  for  the  accumulation  of  a  fund  and  the 
remainder  for  dividends,  the  condition  would  be: 

Working  capital   $40,000.00      Bonds  payable   $10,000.00 

Machine    10,000.00      Reserve  for  sunking  fund    10,000.00 

Sinking    fund    10,000.00 

After  paying  the  bonds,  the  condition  would  be : 

Working  capital   $40,000.00       Reserve  for  sinking  fund    10,000.00 

Machine    10,000.00 
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Then,  if  Mr.  Rock's  suggestion  of  issuing  a  stock  dividend  were  fol- 
lowed, the  condition  would  be: 

Working  capital   $40,000.00       Additional   capital   stock.     10,000.00 

Machine    10,000.00 

By  comparing  the  first  and  last  balance-sheets  it  is  seen  that  the  net 
result  is  an  acquisition  of  machinery  offset  by  an  additional  stock  invest- 
ment paid  for  out  of  profits. 

The  situation  would  not  be  essentially  different  if  the  bonds  had  been 
gradually  retired  by  the  "continual  redemption  sinking-fund  method,"  as 
the  elimination  of  the  fund  and  the  liability  and  the  retention  of  profits 
instead  of  payment  of  dividends  to  the  full  extent  of  the  profits  would 
leave  the  company  with  $40,000.00  working  capital  and  $10,000.00  in  the 
reserve  for  sinking  fund. 

Now  let  us  assume  that  the  sinking  fund  reserve  is  not  created  and 
that  all  the  profits  of  $25,000.00  are  paid  out  during  the  five  years.  Since 
the  profits  have  all  gone  into  dividends,  the  sinking  fund  must  have  been 
provided  out  of  the  working  capital,  with  the  result  that  the  working  capital 
is  depleted  at  the  end  of  five  years  to  $30,000.00  In  other  words,  the 
company  finds  that  at  the  end  of  five  years  it  has  cut  into  its  working 
capital  although  it  borrowed  money  in  the  first  place  because  it  felt  that 
it  would  be  hazardous  to  reduce  the  working  capital  below  $40,000.00 

I  think  that  your  misunderstanding  of  the  situation  arises  from  a  failure 
to  distinguish  between  a  fund  and  a  reserve,  as  you  write:  "To  provide  an 
additional  replacement  fund  which  would  amount  to  $10,000.00  at  the  end 
of  five  years  besides  the  fund  accumulated  to  repay  the  loan  would  be 
making  an  addition  of  $20,000.00  to  working  capital,  not  $10,000.00." 

There  are  two  errors  here.  In  the  first  place  it  is  not  the  intention  to 
create  a  "replacement  fund."  A  fund  consists  of  assets  set  aside  for  a 
specific  purpose.  What  is  created  is  a  reserve.  Or,  to  put  it  in  another 
way,  the  surplus  is  divided  into  two  parts :  a  reserve  for  sinking  fund, 
which  is  not  available  for  dividends,  and  free  surplus,  which  is  available 
for  dividends.  This  division  of  surplus  amounts  to  a  statement  of  policy 
on  the  part  of  the  corporation  which  may  be  expressed  as  follows : 
"Although  we  are  making  $25,000.00  in  profits  during  these  five  years,  we 
shall  use  only  $15,000.00  of  the  cash  so  provided  for  dividends  and  shall 
keep  $10,000.00  in  the  business.  Thus  we  shall  pay  off  our  loan  from  cash 
provided  by  profits  and  shall  not  have  to  pay  the  loan  by  cutting  danger- 
ously into  our  working  capital." 

The  second  error  is  in  the  amount  of  increase  which  you  think  will  take 
place  in  the  working  capital,  as  disclosed  by  the  words  "would  be  making 
an  addition  of  $20,000.00  to  the  working  capital,  not  $10,000.00."  As  an 
actual  fact,  the  procedure  recommended  by  Mr.  Rock  has  no  effect  what- 
ever in  increasing  the  working  capital.  It  merely  prevents  decreasing  it. 
The  $10,000.00  held  out  of  dividends  pays  off  the  loan  and  thus  indirectly 
purchases  the  fixed  asset,  all  of  which  has  no  bearing  on  the  working 
capital.  If  the  reserve  were  not  created  and  the  profits  were  all  paid  out 
in  dividends,  the  working  capital  would  be  diminished. 
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The  replacement  of  the  capital  could  be  accomplished  without  setting 
up  a  reserve  for  sinking  fund  if  the  directors  merely  curtailed  dividends 
and  left  the  retained  profits  as  a  credit  in  the  surplus  account.  The  reason 
why  the  reserve  is  set  up  is  because  the  trust  indenture  requires  it  in  many 
cases,  so  that  a  portion  of  the  profits  will  be  put  beyond  the  control  of  the 
directors.  This  is  done  to  safeguard  the  bondholders,  as  the  payment  of  all 
of  the  profits  in  dividends  with  the  consequent  establishment  of  the  sinking 
fund  out  of  working  capital  might  jeopardize  the  operations  and  curtail 
future  profits  to  such  an  extent  that  the  company  would  be  unable  to  pay 
interest  charges  and  meet  its  sinking-fund  contributions. 

LEASE  AND  PURCHASE  CONTRACT 
Editor,  Students'  Department: 

SIR:   Will  you  please  give  me  an  opinion  on  the  following  proposition? 

X,  a  corporation,  covenants  with  Y,  the  administrator  of  an  estate,  as 
follows :  X  leases  a  building  for  the  term  of  six  years,  the  rental  therefor 
to  be  $3,570.00  per  annum,  payable  semi-annually.  This  amount  is  exactly 
6%  of  the  valuation  of  this  property.  X  has  the  privilege  of  purchasing 
the  building  for  $59,500.00,  payable  as  follows:  $10,000.00  on  January  1  of 
the  first  year,  $4,500.00  on  January  1  of  the  second  year,  $5,000.00  on 
January  1  of  the  third  year,  $5,000.00  on  January  1  of  the  fourth  year, 
$10,000.00  on  January  1  of  the  fifth  year,  $10,000.00  on  January  1  of  the 
sixth  year  and  $15,000.00  on  January  1  of  the  year  following  the  expiration 
of  the  lease. 

The  rental  is  to  be  ratably  reduced  at  6%  per  annum  on  the  amount 
paid  on  the  purchase  price  in  case  X  exercises  his  option  to  purchase. 

X  exercises  his  option  to  purchase  and  makes  a  payment  of  $10,000.00 
on  January  1  of  the  first  year  of  the  lease.  On  June  30  he  pays  $1,485.00, 
representing  the  rent  for  the  first  six  months  of  the  year  of  the  lease  less 
6%  on  the  $10,000.00  paid  on  the  purchase  price  as  per  the  above  agreement. 

How  should  the  concern  set  up  the  equity  on  the  building?  And  should 
the  payments  to  the  lessee  be  considered  as  rent  or  as  interest  on  the  unpaid 
portion  of  the  payments? 

In  this  connection  nothing  is  said  in  the  body  of  the  lease  regarding  the 
payments  being  interest,  but  they  are  always  referred  to  as  rent,  and  the 
title  to  the  property,  in  accordance  with  the  agreement,  does  not  pass  until 
the  final  payment  of  $15,000.00  is  made  on  a  specified  date.  In  case  any  of 
the  payments  are  defaulted  X  loses  his  equity  in  the  property. 

It  is  the  writer's  personal  opinion  that  the  entire  purchase  price  of 
$59,500.00  should  be  set  up  on  the  assets  side  of  the  balance-sheet  "short," 
from  which  should  be  deducted  the  $49,500.00  representing  the  unpaid 
portion  of  the  purchase  price  and  the  net  equity  carried  out  as  a  part  of 
the  permanent  asset  investment.  The  so-called  rent  should  in  the  writer's 
opinion  be  classified  as  interest,  inasmuch  as  it  is  analogous  to  interest  paid 
on  deferred  payments  similar  to  a  mortgage.  In  fact,  the  only  difference 
between  the  contract  referred  to  and  a  mortgage  is  the  fact  that  title  has 
not  passed  to  the  X  company. 

Yours  truly, 

Cincinnati,  Ohio.  J.  R.  D. 

Let  me  answer  your  letter  by  beginning  with  your  statement,  "In  fact, 
the  only  difference  between  the  contract  referred  to  and  a  mortgage  is  the 
fact  that  title  has  not  passed  to  the  X  Company."  This  seems  to  me  a 
very  essential  fact,  and  it  would  appear  from  this  fact  and  the  other  stipu- 
lations in  the  contract  that  the  conditions  are  as  follows : 

During  the  six-year  term,  the  X  company  is  leasing  property  be- 
longing to  the  estate  and  is  paying  rent  of  $3,570.00  annually. 
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At  various  intervals  during  the  term,  the  X  company  makes  pay- 
ments to  the  estate  which  are  to  apply  on  the  purchase  price. 

The  estate  allows  interest  on  these  payments  or  advances,  the  net 
payment  by  the  X  company  being  the  difference  between  the  rent 
incurred  and  the  interest  earned. 

The  company  is  gradually  accumulating  an  equity  under  the  contract. 

In  accordance  with  these  facts,  it  would  seem  that  the  X  company  should 
charge  rent  $3,570.00  annually  during  the  period  of  the  lease,  while  occu- 
pying property  belonging  to  the  estate.  On  the  other  hand,  it  should  credit 
interest  with  6%  on  the  amounts  paid  to  the  estate  on  the  contract  price. 
These  payments  on  the  principal  should  be  charged  to  equity  in  purchase 
contract,  and  the  equity  may  be  shown  in  the  balance-sheet  as  follows: 

Contract  price    xx,xxx.xx 

Less  deferred  payments  xx,xxx.xx 


Equity    xx,xxx.xx 

This  method  of  showing  the  condition  in  the  balance-sheet  may  be 
criticized  on  the  ground  that  it  does  not  show  the  liabilities  on  the  liability 
side  of  the  balance-sheet.  This  is  particularly  important  in  this  case  be- 
cause large  payments  are  due  at  short  intervals.  For  this  reason  it  might 
be  preferable  to  show  the  contract  as  an  asset  and  the  deferred  payments 
as  a  liability,  with  some  statement  as  to  the  maturity  of  the  instalments. 

RELATION  OF  CASH  DISCOUNT  TO  INTEREST 
Editor,  Students'  Department: 

SIR:  We  would  appreciate  it  if  you  would  solve  the  following  problem 
for  us: 

What  would  be  the  percentage  per  annum  on  an  invoice  2%,  10  days — 
net  30  days? 

This  problem  has  caused  several  discussions  here  in  our  office,  and  we 
would  appreciate  having  your  opinion  on  the  matter. 

Yours  truly, 

Philadelphia,  Pennsylvania.  F.  D. 

I  suppose  what  you  mean  is :  What  rate  of  interest  is  earned  by  taking 
the  discounts  ?  Assuming  that  the  invoice  is  paid  on  the  10th  day  and  that 
it  would  otherwise  be  paid  on  the  30th  day,  2%  is  obtained  for  the  use  of 
money  for  twenty  days.  On  the  basis  of  a  year  of  360  days,  the  rate  would 
be  2%  x  360/20,  or  36%.  Of  course,  this  is  a  discount  rate,  not  an  interest 
rate,  since  it  is  deducted  and  the  net  amount  paid.  In  other  words,  the 
purchaser  earns  $2.00  discount  by  the  payment  of  $98.00  To  change  the 
discount  rate  to  an  interest  rate,  divide  36%  by  .98,  the  result  being  36.7 -f%. 

CORPORATE  REORGANIZATION  AND  CONSOLIDATION 
Editor,  Students'  Department: 

SIR:  The  "A"  oil  company  was  organized  in  1921  for  the  purpose  of 
drilling  and  developing  an  oil  and  gas  lease,  that  it  acquired  on  a  drilling 
contract :  i.e.,  another  company  owned  the  lease  and  entered  into  a  contract 
with  the  "A"  company,  whereby  the  "A"  company  was  to  drill  the  first  well 
and  pay  all  costs  in  connection  therewith.  The  "A"  company  was  to 
receive  one-half  of  the  production  for  its  part,  the  other  one-half  to  go  to 
the  company  owning  the  lease. 
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The  "A"  company  has  an  authorized  capitalization  of  $50,000.00,  of  which 
$40,000.00  was  sold.  The  proceeds  from  the  sale  of  stock  were  spent  in 
drilling  a  dry  hole. 

The  "A"  company  has  increased  its  capitalization  to  $250,000.00  for  the 
purpose  of  further  development  and  to  buy  production. 

In  the  refinancing  it  is  allowing  the  present  stockholders  $50.00  worth  of 
stock  for  every  $100.00  worth  of  stock  they  now  hold,  providing  the  stock- 
holders purchase  an  additional  $50.00  worth  of  stock.  It  is  also  taking  the 
stock  of  the  "X"  company  on  the  same  basis.  The  "X"  company  holds 
some  leases  which  have  a  small  production  but  insufficient  to  allow  a  fair 
return  on  the  investment;  but  with  the  "A"  company  taking  over  the  "X" 
company  it  can  afford  to  develop  the  "X"  company's  lease  and  probably 
will  get  some  good  producers.  The  "X"  company  has  $50,000.00  capital 
stock  outstanding. 

If  the  foregoing  is  sufficient  information,  I  would  appreciate  your 
advising  me  through  the  Students'  Department  of  THE  JOURNAL  OF 
ACCOUNTANCY  the  proper  entries  to  make  on  the  books  of  the  "A"  company 
and  also  how  it  will  affect  the  income  tax. 

Yours  truly, 

Oklahoma  City,  Oklahoma.  L.  R.  G. 

On  the  basis  of  the  information  contained  in  your  letter,  the  A  com- 
pany has  spent  the  entire  proceeds  of  the  $40,000.00  stock  issue  in  drilling 
a  dry  hole,  and  its  present  condition  is  as  follows: 

BALANCE-SHEET 

Unsubscribed  stock   $10,000.00     Capital   stock  authorized.  .$50,000.00 

Deficit 40,000.00 


$50,000.00  $50,000.00 


The  A  company  now  increases  its  capitalization  to  $250,000.00  which 
would  be  recorded  by  the  following  entry: 

Unsubscribed  stock $200,000.00 

Capital  stock  authorized  $200,000.00 

The  stockholders  turn  in  their  stock  under  the  refinancing  agreement 
with  the  understanding  that  they  shall  receive  fifty  per  cent,  thereof  and 
shall  pay  for  the  remaining  fifty  per  cent,  to  be  issued  to  them.  The 
following  entry  records  the  return  of  the  stock  to  company  A : 

Treasury   stock    $40,000.00 

Stockholders    $20,000.00 

Deficit    20,000.00 

The  reissue  of  the  stock  is  recorded  as  follows: 

Stockholders   '. 20,000.00 

Cash   20,000.00 

Treasury  stock 40,000.00 

The  only  way  available  for  determining  the  value  of  the  stock  of  the 
X  company  acquired  by  the  A  company,  on  the  basis  of  the  information 
in  your  letter,  is  to  assume  that  the  X  company  stock  is  worth  $25,000.00— 
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the  par  of  the  A  company  stock  issued   for  it.     The  acquisition  of   the 
X  company  stock  is  recorded  as  follows: 

Investment  in  stock  of  X  company $25,000.00 

Unsubscribed    stock    $25,000.00 

The  sale  of  stock  to  the  stockholders  of  the  X  company  is  then  recorded 
as  follows: 

Cash  $25,000.00 

Unsubscribed   stock    $25,000.00 

After  the  reorganization,  the  A  company's  balance-sheet  would  appear 
as  follows: 

BALANCE-SHEET 

Unsubscribed  stock   $160,000.00     Capital  stock  authorized. $250,000.00 

Investment  in  X  Co.  stock    25,000.00 

Cash   45,000.00 

Deficit      20,000.00 


$250,000.00  $250,000.00 


The  Students'  Department  does  not  answer  questions  relative  to  the 
income  tax. 

INSTALMENT  CONTRACTS 

Editor,  Students'  Department: 

SIR:  This  company  builds  small  houses  and  sells  them  on  the  instal- 
ment plan,  usually  taking  a  moderate  payment  down  and  a  first  and  second 
mortgage  for  the  balance.  Prices,  down  payments  and  mortgages  vary, 
but  usually  the  deferred  payments  are  covered  by  a  series  of  instalments 
all  but  the  last  of  which  are  of  equal  amount.  Purchasers  frequently  ask 
how  long  it  will  take  to  pay  off  both  mortgages,  and  how  much  the  last 
payment  will  be.  If  you  can  show  me  how  to  obtain  this  information  I 
shall  appreciate  it. 

For  example,  a  small  piece  of  property  is  sold  fer  $4,500.00,  the  company 
receiving  a  down  payment  of  $1,500.00,  a  first  mortgage  for  $2,000.00  bearing 
5%  interest  and  a  second  mortgage  for  $1,000.00  bearing  6%.  The  purchaser 
is  to  pay  $300.00  every  six  months,  which  is  to  be  applied  as  follows:  first, 
to  pay  the  semi-annual  interest  on  the  $2,000.00  first  mortgage;  second,  to 
pay  the  interest  on  the  unpaid  balance  of  the  second  mortgage ;  third,  to 
apply  on  the  principal  of  the  second  mortgage.  After  the  second  mort- 
gage has  been  paid  in  full,  the  payments  are  to  apply  on  the  principal  of 
the  first  mortgage.  The  question  is:  How  many  payments  of  $300.00  will 
be  required,  and  what  will  be  the  amount  of  the  final  payment  if  it  is 
made  six  months  after  making  the  last  full  $300.00  payment? 

Very  truly, 

Chicago,  Illinois.  E.  L.  M. 

As  the  semi-annual  payments  are  to  be  applied  first  to  the  interest  on 
the  first  mortgage,  which  is  $50.00  each  six  months,  $250.00  will  remain  to 
apply  on  the  interest  and  principal  of  the  second  mortgage.  Therefore, 

One  thousand  dollars  (the  principal  of  the  second  mortgage)  is  the 
present  value  at  3%  of  an  unknown  number  of  semi-annual  payments 
of  $250.00  each. 
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Then  $4.00  ($1,000.00  -r-  250)  is  the  present  value  at  3%  of  the  same 
unknown  number  of  payments  of  $1.00  each. 

Looking  in  a  table  of  present  values  of  annuities  at  3%,  we  find  that 

3.71709840  is  the  present  value  of  an  annuity  of  1  for  4  periods,  and 
4.57970719  is  the  present  value  of  an  annuity  of  1  for  5  periods. 

As  $4.00  lies  between  these  two  amounts,  we  know  that  it  will  take  more 
than  four  and  less  than  five  payments  to  cover  the  second  mortgage  and 
interest.  Now  if  four  payments  of  $1.00  will  pay  a  debt  of  $3.71709840  and 
interest  thereon,  four  payments  of  $250.00  each  will  pay  a  debt  of  $3.7170984 
X  250,  or  $929.27  and  the  interest  thereon.  The  balance  of  the  $1,000.00 
second  mortgage,  or  $70.73,  and  all  of  the  compound  interest  for  five 
periods  will  come  out  of  the  fifth  payment. 

1.035  =  1.159274,  the  amount  of  1  at  the  end  of  five  periods  after  com- 
pounding interest  at  3%. 

Then  $70.73  X  1.159274  =  $82.00,  the  amount  of  $70.73  at  compound 
interest  for  five  periods,  or  the  portion  of  the  fifth  payment  which  must 
be  applied  in  final  settlement  of  the  second  mortgage.  The  fifth  payment 
will  therefore  be  applied  as  follows: 

Total  of  payment $300.00 

Less  interest  on  first  mortgage  50.00 


Balance    $250.00 

Less  amount  to  be  applied  on  second  mortgage. ..        82.00 


Amount  to  be  applied  on  first  mortgage  $168.00 

This  payment  reduces  the  first  mortgage  to  $2,000.00— $168.00,  or 
$1.832.00.  All  payments  hereafter  will  apply  on  the  first  mortgage. 
Therefore, 

$1,832.00  is  the  present  value  at  2*/2%  of  an  unknown  number  of  pay- 
ments of  $300.00  each.  Then  $6.10666  ($1,832.00  ~  300)  is  the  present  value 
of  the  same  unknown  number  of  payments  of  $1.00  each. 

Looking  in  a  table  of  present  values  of  annuities  at  2j^%,  we  find  that 

5.50812536  is  the  present  value  of  an  annuity  of  1  for  6  periods,  and 
6.34939060  is  the  present  value  of  an  annuity  of  1  for  7  periods. 

As  $6.10666  lies  between  these  two  amounts,  we  know  that  it  will  take 
more  than  six  and  less  than  seven  payments  to  cover  the  remainder  of  the 
first  mortgage  and  the  interest  thereon.   Now  if  six  payments  of  $1.00  each 
will  pay  a  debt  of  $5.50812536  and  interest  thereon,  six  payments  cf  $300.00 
each  will  pay  a  debt  of  $5.50812536  X  300,  or  $1,652.44  and  interest. 
When  the  full  $300.00  payments  began  to  apply  on  the  first  mort- 
gage, there  remained  a  balance  (see  above)  of  $1,832.00 

Six  payments  of  $300.00  will  cover  principal  (and  interest  there- 
on)  of   1,652.44 


Principal  to  be  paid  by  seventh  payment 179.56 
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The    seventh    payment   must   not    only   cover    the    unpaid    principal    of 
$179.56,  but  also  the  compound  interest  thereon  for  seven  periods. 
1.025T  =  1.18868575. 
$179.56   X    1.18868575  =  $213.44,  the  final  payment. 

Hence,  there  will  be  5  +  6  or  11  full  payments  of  $300.00  each  and  a 
12th  payment  of  $213.44.  The  correctness  of  the  solution  is  proved 
as  follows: 

SCHEDULE  OF  AMORTIZATION 

Int.  @    Int.  @3%    Balance       First        Second 
Payment     2J/2  %  on         on        to  apply  on    mtge      mortgage 
1st  mtge    2nd  mtge  principal 

$2,000.00    $1,000.00 
$50.00        $30.00       $220.00  220.00 


First    $300.00 

Second   300.00 

Third    300.00 

Fourth    300.00 

Fifth 300.00 

Sixth 300.00 

Seventh    300.00 

Eighth    300.00 

Ninth    300.00 

Tenth   300.00 

Eleventh   300.00 

Twelfth   213.44 

$3,513.44 


50.00 
50.00 
50.00 
50.00 
45.80 
39.45 
32.93 
26.25 
19.41 
12.40 

5.21 
$431.45 


23.40 


16.60 


9.60 


2.39 


226.60 

780.00 
226.60 

233.40 
240.40 
247.61 
254.20 

168.01 

553.40 
233.40 

320.00 
240.40 

79.60 
79.60 

1,831.99 
254.20 

0 

260.55 

1,577.79 
260.55 

267.07 

1,317.24 
267.07 

273.75 

1,050.17 
273.75 

280.59 
287.60 
208.23 

776.42 
280.59 

495.83 
287.60 

208.23 
208.23 

$81.99    $3,000.00 
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STOCK  ASSESSMENTS 
Editor,  Students'  Department: 

SIR:  Will  you  kindly  answer  the  following  through  the  Students' 
Department  of  the  JOURNAL: 

(1)  When  should  an  assessment  account  in  the  general  ledger  be  closed 
into  the  surplus  account — that  is,  should  it  be  closed  upon  the  collection  of 
the   assessment,    at   the   end   of   the  company's   fiscal   year   or  be   carried 
indefinitely  in  the  ledger  and  appear  upon  the  financial  statement  as  paid-in 
surplus? 

(2)  We   are   asked   to  prepare   "financial    statements"    for   a   company 
whose  stock  has  been  assessed  during  the  past  year,  and  also  during  pre- 
ceding years.     Should  an  analysis  of  surplus  be  furnished  to  our  client, 
which  will  show  all  the  assessments,  or  should  only  a  statement  of  surplus 
for  last  year  be  furnished? 

It  will  be  observed  that  if  an  analysis  of  surplus  is  furnished  only  for 
the  past  year  it  will  conceal  the  assessments  of  prior  years,  whereas  an 
analysis  of  surplus  for  a  considerable  length  of  time  would  disclose  all 
assessments  and  profit  or  losses. 

Yours  truly, 

San  Francisco,  California.  M.  L.  S. 

(1)  It  is  my  opinion  that  the  credits  arising  from  assessments  should 
not  be  passed  to  the  general  surplus  account,  but  should  be  credited   co 
paid-in  surplus  and  appear  as  such  in  the  balance-sheet. 

(2)  As  the  assessments  will  appear  separately  in  the  balance-sheet  it 
will  not  be  necessary  to  make  an  analysis  of  the  surplus  to  bring  them 
to  light.     Whether  or  not  the  analysis  should  be  made  for  other  reasons 
is  another  question. 

STOCKHOLDERS'  GIFT  TO  CORPORATION 
Editor,  Students'  Department: 

SIR:  Being  a  reader  of  THE  JOURNAL  OF  ACCOUNTANCY,  I  would 
appreciate  your  opinion  on  the  following  question : 

Can  a  stockholder  of  a  corporation  assume,  personally,  the  debt  of 
that  corporation  which  was  created  by  a  loss  of  operations?  For  instance, 
to  be  more  explicit,  if  a  corporation  has  a  deficit  at  a  certain  period,  and, 
in  order  to  present  an  attractive  balance-sheet  to  a  prospective  stock- 
holder, the  deficit  was  automatically  changed  by  means  of  a  journal  entry 
to  an  accounts  receivable  stockholder's  account,  does  this  balance-sheet 
show  a  true  condition  and  will  the  law  uphold  the  act  without  proof  of 
consideration? 

Yours  truly, 

Baltimore,  Maryland.  STUDENT. 

Your  letter  confuses  a  debt  and  a  deficit,  as  you  really  ask  two  questions : 
first,  What  would  be  the  effect  if  a  stockholder  assumed  one  of  the  debts 
of  the  corporation?  Second,  What  would  be  the  effect  if  an  individual 
allowed  a  journal  entry  to  be  made  charging  his  personal  account  and 
crediting  the  deficit  account?  In  the  first  case  the  stockholder  agrees  i.o 
pay  a  debt  of  the  corporation,  while  in  the  second  case  he  does  not  agre2 
to  pay  a  debt,  but  does  agree  to  make  a  donation  to  the  corporation. 

While  the  Students'  Department  is  an  accounting  and  not  a  legal  de- 
partment, I  think  the  answer  to  your  question  is  quite  clear.  In  either 
case  the  stockholder  agrees  to  make  a  gift.  Delivery  is  a  necessary  element 
of  a  binding  gift.  Until  delivery  is  made  the  gift  is  not  binding  and  can 
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be  revoked  at  any  time  unless  there  has  been  consideration,  in  which  case, 
of  course,  it  is  not  a  gift.  The  mere  offer  to  pay  a  company's  debt  or 
contribute  the  amount  of  a  company's  deficit  is  purely  a  gift.  Whether 
or  not  it  could  be  shown  that  the  stockholder  received  a  consideration  if 
the  prospective  stockholder  invested  in  the  corporation  on  the  strength  of 
the  balance-sheet  is  a  question  of  evidence. 

If  the  stockholder  has  received  a  legal  consideration,  the  case  is 
different.  If  he  has  assumed  a  debt,  there  would  be  no  entries  in  his 
account — merely  an  entry  debiting  the  liability  account  and  crediting  deficit 
or  surplus.  The  corporation  would  not  be  primarily  liable  on  the  debt, 
but  it  would  be.  contingently  liable  and  the  contingent  liability  should  be 
shown  in  the  balance-sheet. 

If  he  has  agreed,  upon  adequate  consideration,  to  contribute  an  amount 
equal  to  the  deficit,  there  should  be  a  charge  to  his  account  and  a  credit 
to  deficit.  His  account  should  not  be  shown  among  the  accounts  receivable, 
however,  but  as  a  separate  stockholder's  account. 

A  CORRECTION 

In  the  solution  of  problem  3  on  page  149  of  the  August  number,  an 
error  was  made  in  copying  figures,  which  requires  the  following  correction. 
The  sentences  requiring  changes  are: 

"Common  stock  should  be  issued  for  the  remainder  of  the  capital ;  to  A 
$262,397— $64,540 ;  to  B  $107,679— $61,000.  This  will  give  A  $197,857  of 
common  stock  and  B  $46,679." 

The  sentences  should  read : 

Common  stock  should  be  issued  for  the  remainder  of  the  capital;  to  A 
$262,397— $112,400;  to  B  $107,679— $61,000.  This  will  give  A  $149,997  of 
common  stock  and  B  $46,679. 

UNREALIZED  PROFIT  AND  DEPRECIATION 
Editor,  Students'  Department: 

SIR:  I  am  in  doubt  on  a  question  of  depreciation  and  would  much 
appreciate  your  kindness  in  giving  me  some  information  on  the  point. 

A  syndicate  purchased  an  hotel  at  $35,000,  including  furniture  and 
equipment,  etc.  The  shareholders  claim  it  is  worth  $100,000,  but  they  set 
it  up  on  the  books  at  $60,000,  and  issued  additional  shares,  in  proportion 
to  the  amounts  subscribed,  for  the  difference  between  the  $35,000  and  $60,000. 

I  was  making  up  a  profit-and-loss  statement  for  six  months'  business 
and  deducted  depreciation  at  the  rate  of  15%  per  annum  on  furniture  and 
equipment,  but  was  told  I  should  not  do  so,  as  the  furniture  and  equipment 
were  worth  more  than  shown  on  the  books. 

I  can  not  see  how  it  could  be  considered  a  true  statement  of  profits 
for  the  period  unless  I  took  depreciation  into  consideration. 

Yours  truly, 

Kelowna,  B.  C.  J.  R.  M. 

Assets  should  be  put  on  the  books  at  their  cost,  and  not  at  their 
estimated  values.  It  was  entirely  wrong  to  make  the  write-up  to  $60,000 
and  issue  additional  stock.  The  dividend  was  illegal,  and  the  fact  that 
it  was  paid  in  stock  instead  of  in  cash  makes  no  difference  in  the  liability 
of  the  directors.  If  the  company  ever  becomes  insolvent,  creditors  could 
require  the  directors  who  authorized  this  distribution  of  stock  to  pay  in 
cash  an  amount  necessary  to  satisfy  the  claims  of  creditors,  up  to  the 
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amount  of  the  stock  issue.     At  least  this  is  the  law  in  the  United  States 
and  probably  also  in  Canada. 

It  is  also  wrong  to  ignore  depreciation.  The  assets  may  be  worth 
really  more  than  they  are  carried  for  on  the  books,  but  that  has  nothing 
to  do  with  it.  There  will  come  a  time  when  they  will  be  worth  less  than 
book  value,  and  this  loss  should  be  provided  for  by  periodical  charges 
to  profit  and  loss. 

EXPENSES  CONFUSED  WITH  DIVIDENDS 
Editor,  Students'  Department: 

SIR  :  A  prosperous  small  concern  in  this  city,  for  whom  I  have  done 
considerable  work,  has  just  closed  its  fiscal  year  and  the  management 
is  somewhat  in  doubt  over  a  division  of  the  profits.  If  it  is  not  incon- 
sistent with  your  rules  I  would  appreciate  your  answer. 

The  firm  in  question  is  incorporated  under  the  laws  of  Kentucky,  and 
all  the  stock  is  owned  by  three  people,  an  elderly  gentleman,  his  wife 
and  a  son.  The  son  has  been  managing  the  business  on  a  moderate  salary, 
but  the  father  told  him  if  he  would  remain  with  him  last  year  he  was 
to  have  a  much  increased  salary  and  also  one-third  of  the  profits. 

They  are  now  wondering  whether  or  not  this  additional  pay  to  the  son 
of  one-third  of  the  profits  should  be  charged  against  profits  or  if  it 
should  be  charged  into  the  undivided  profits  account,  and  whether  or  not 
it  would  be  allowed  as  additional  salary  in  computing  net  income  for 
federal  taxes. 

What  they  really  want  to  do  is  to  handle  it  as  a  dividend  to  the  son 
(the  mother  and  father  to  draw  no  dividend)  and  still  charge  it  against 
profits  for  this  year. 

I  have  told  them  that  inasmuch  as  the  business  is  a  corporation  I 
hardly  thought  a  dividend  could  be  issued  without  being  equally  divided 
among  the  stockholders,  and  that  owing  to  the  son's  greatly  increased 
salary  for  the  past  year  I  did  not  believe  the  government  would  allow  it 
as  a  deductible  item  as  it  would  only  allow  additional  salary  or  a  bonus 
up  to  about  15%  of  one's  regular  annual  salary. 

Yours  truly, 

Owensboro,  Kentucky.  W.  W.  C. 

The  one-third  of  the  profits  can  not  be  a  dividend  unless  the  son  owns 
one-third  of  the  stock,  and  not  even  then  unless  a  corresponding  dividend 
is  paid  to  the  other  stockholders.  You  do  not  say  whether  the  sen  owns 
one-third  of  the  stock,  but  you  do  state  that  the  father  and  mother  do 
not  want  to  take  dividends ;  therefore  the  payment  to  the  son  can  not  be 
handled  as  a  dividend. 

If  the  son  did  not  own  one-third  of  the  stock  at  the  time  he  agreed 
to  stay  another  year  for  a  stipulated  salary  and  one-third  of  the  profits, 
the  share  in  the  profits  would  unquestionably  be  interpreted  as  a  bonus. 
In  that  event  it  is  an  expense  and  would  have  to  be  charged  to  profit 
and  loss.  Whether  it  would  be  a  deductible  item  in  computing  taxable 
net  income  is  another  question,  and  one  upon  which  this  department  does 
not  express  an  opinion. 
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AMERICAN    AND    FOREIGN    STOCK    EXCHANGE    PRACTICE, 
STOCK  AND  BOND  TRADING,  AND  THE  BUSINESS  CORPO- 
RATION LAWS  OF  ALL  NATIONS,  1921,  by  W.  J.  GREENWOOD, 
Financial  Books  Company,  New  York,  1048  pp. 
The  scope  of  this  1050-page  volume  is  somewhat  staggering.     It  is  but 

indicated  by  its  complete  title  and  sub-titles  as  follows: 

"American  and  Foreign  Stock  Exchange  Practice,  Stock  and  Bond 
Trading,  and  the  Business  Corporation  Laws  of  all  Nations,  together 
with  Local  Regulations,  Laws,  Fees,  and  Taxes,  affecting  American 
firms  and  corporations  carrying  on  business  in  any  other  states  of  the 
U.  S.  A.,  or  establishing  branches  or  agencies  in  foreign  countries." 

The  real  extent  of  this  encyclopedic  work  becomes  apparent  only  as  one 
turns  over  its  many  pages  and  scans  its  fine  print.  It  is  a  book  difficult  to 
classify  and  more  difficult  to  review  adequately.  No  mere  writer  of  book 
reviews  has  knowledge,  and  few  have  time  or  inclination  to  acquire  knowl- 
edge, sufficient  to  be  able  to  state  fairly  whether  or  not  the  substance  of 
the  book  is  accurate.  Certainly,  some  parts  of  it  are  interesting,  notably 
those  dealing  with  many  intimate  details  of  the  practices  on  the  stock 
exchanges  of  New  York,  London  and  Paris.  Others  would  have  a  limited 
field  of  readers;  for  instance,  that  portion  which  refers  to  the  regulations 
concerning  registration  of  foreign  firms  in  Abyssinia  or  that  which  sum- 
marizes the  income-tax  law  in  Penang  or  Malacca. 

The  cosmopolitan  atmosphere  of  the  book  is  its  most  outstanding  feature. 
The  author  states  that  the  European  edition  was  written  in  London  and 
Paris  before  he  moved  to  New  York  where  he  wrote  the  present  American 
edition,  and  in  the  preface  he  invites  correspondence  in  English,  French, 
German,  Spanish  or  Italian.  It  is  a  timely  publication  now  that  the  United 
States  is  a  creditor  nation  and  necessarily  must  expand  its  foreign  trade. 
Such  trade  and  foreign  investments  as  well  are  likely  to  prove  disastrous 
unless  one  is  familiar  with  the  financing  methods,  trade  customs  and 
business  laws  of  the  foreign  country. 

The  volume  is  divided  into  sections  dealing  respectively  with  the  United 
States,  Great  Britain,  France,  Belgium,  Germany,  Switzerland  and  forty-six 
other  countries.  For  the  six  large  countries,  each  section  describes  the 
principal  features  of  partnership  and  corporation  laws,  and  in  narrative 
form  the  practical  working  of  stock  exchanges.  In  the  United  States 
section  there  is  much  additional  matter.  A  general  statement  of  corpora- 
tion law  underlying  issues  of  stock  and  rights  of  stockholders  is  followed 
by  a  description  of  various  kinds  of  bonds,  and  then  comes  a  summary  of 
business  corporation  laws  based  on  the  revised  draft  of  the  uniform  business 
corporation  law  prepared  by  the  national  commission  on  uniform  state 
laws,  showing  important  deviations  in  individual  states. 

It  is  chiefly  this  portion  of  the  book  that  seems  subject  to  the  criticism 
that  the  author  has  attempted  too  much  to  be  thorough.  There  are  too 
many  general  statements,  which  obviously  cannot  be  applied  specifically  in 
each  state,  and  an  almost  entire  absence  of  definite  reference  to  state 
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statutes  and  decisions  to  which  a  person  must  turn  to  find  the  only  law 
which  concerns  him,  namely,  the  law  of  the  individual  state  controlling  the 
individual  corporation  or  partnership  in  which  he  is  interested.  Precision 
and  accuracy  have  been  sacrificed  in  generalization,  and  misconception  of 
law  might  easily  result. 

For  example,  the  author  gives  a  summarized  statement  of  the  philosophy 
of  equity,  common  law  and  statute  law,  with  incidental  references  to  the 
constitution  of  the  United  States,  but  he  makes  no  reference  to  the  various 
state  constitutions.  He  states  on  page  57 :  "Instead  of  using  the  technical 
language  of  the  lawyer,  in  which  they  have  been  written,  the  various  laws 
have  been  stated  in  this  book  in  plain  business  English,  as  being  more  likely 
to  be  generally  understood."  Stating  statutory  law  in  plain  business  English 
is  a  hazardous  venture  because  the  statement  is  of  no  practical  value  unless 
it  is  accurate  and  susceptible  of  verification  and  elaboration  by  references 
to  the  statutes  themselves.  It  is  understood,  of  course,  that  the  book  is 
not  written  for  lawyers  but  for  laymen  and  that  laymen  should  not  attempt 
to  answer  questions  of  law,  it  being  sufficient  for  them  to  be  able  to  recog- 
nize a  possible  question  of  law  in  the  course  of  business  transactions. 
Nevertheless,  the  author  should  not  lay  down  general  statements  of  law 
which  are  not  applicable  generally. 

For  instance,  he  says  on  page  8:  "Industrial  bonds  cannot  be  issued  in 
unlimited  amounts,  because  the  corporation  laws  of  many  states  limit  the 
total  indebtedness  of  all  kinds  to  an  amount  not  exceeding  the  total  paid 
in  cash  or  property  by  stockholders."  This  statement  is  too  emphatic 
unless  a  clear  majority  of  states  take  that  position  in  regard  to  the  right 
of  issuing  bonds  as  evidence  of  indebtedness  for  money  borrowed.  The 
positive  statement  is  made  that,  "the  consent  of  a  majority  of  two-thirds  or 
more  of  the  stockholders  is  required  before  any  mortgage  bonds  may  be 
issued."  That  is  not  understood  to  be  the  law  uniformly  throughout  this 
country,  and,  as  a  matter  of  English,  this  statement  may  be  construed  to 
mean  either  the  consent  of  a  majority  of  the  two-thirds  or  the  consent  of 
all  of  the  two-thirds.  On  pages  25  and  48  the  author  discusses  sinking 
funds  and  reserves  in  a  way  which  is  perfectly  intelligible  to  anyone 
familiar  with  the  subject  matter  but  must  be  quite  unintelligible  to  a  reader 
who  has  no  clear  conception  of  the  difference  between  a  fund  and  a 
reserve.  On  page  113  he  gives  a  summary  of  decisions  by  state  courts 
on  what  constitutes  "carrying  on  business"  in  which  he  names  the  cases 
but  gives  no  citations.  If  he  is  to  refer  to  cases  at  all  he  should  do  so  in 
a  way  which  would  enable  a  reader  to  find  them  readily. 

On  page  295  there  are  practical  examples  of  foreign-exchange  trans- 
actions which  will  be  helpful  to  anyone  having  to  do  with  that  kind  of 
business  and  there  is  a  wealth  of  information  from  page  258  to  352  con- 
cerning the  New  York  stock  exchange,  consolidated  exchange  and  curb 
market  and  other  exchanges  in  Boston,  Chicago,  and  eleven  other  cities. 
In  this  section  there  appears  also  the  uniform  stock  transfer  law.  One 
of  the  features  of  interest  to  American  accountants  is  the  British  section 
in  which  are  found  the  British  companies  acts,  1908-1913,  with  a  list  of 
differences  in  terminology  between  American  and  British  corporation 
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practices.  There  also  will  be  found  a  description  of  the  peculiarly  British 
"founders  shares"  and  a  note  of  warning  in  regard  to  the  subterfuge  of 
calling  them  "deferred  shares"  to  conceal  their  real  nature  and  their 
danger  to  outside  investors.  The  British  law  relating  to  real  estate  and 
bills  of  exchange  and  the  British  special  customs  in  the  drawing  of  cheques 
will  prove  of  interest.  In  the  section  dealing  with  the  United  States  there 
will  be  found  a  summary  of  the  "blue  sky"  laws,  the  federal  and  New 
York  state  income-tax  laws,  the  uniform  partnership  law  adopted  in  seven 
states  and  the  uniform  limited  partnership  law  adopted  in  two  states.  In 
the  British  section  the  income-tax  law  is  given  and  in  the  French  section 
are  noted  the  latest  changes  in  the  income-tax  law  of  that  country. 

On  the  whole  this  book  should  prove  valuable  to  anyone  connected  with 
or  engaged  in  international  trade,  as  a  sort  of  guidepost  pointing  to  possible 
differences  of  laws  and  customs  and  to  possible  pitfalls  to  be  avoided  upon 
commercial  invasions  of  foreign  lands. 

HAROLD  DUDLEY  GREELEY. 

WHAT  IS  SOCIALISM?  by  JAMES  EDWARD  LE  ROSSIGNOL.     Thomas  7. 
Crowell  Company,  New  York.    267pp. 

Any  author  who  contributes  to  a  knowledge  of  the  fundamental  teach- 
ings of  socialism  does  the  public  a  service.  There  is  so  much  loose  talk 
about  the  idealistic  beauties  of  the  teachings  of  Karl  Marx  that  many 
people  who  think  superficially  have  been  led  to  believe  that  socialism  may 
be  merely  an  innocuous  system  of  thought.  It  is  time  that  the  public  mind 
were  disabused  of  so  erroneous  a  conception. 

In  a  comparatively  brief  compass  Mr.  Le  Rossignol  takes  up  the  various 
claims  of  the  Marxian  socialist  and  tears  them  to  tatters.  His  arguments 
are  clear,  concise,  convincing.  In  these  days  when  accountants  are  becoming 
more  and  more  frequently  financial  and  economic  advisors  it  is  well  that 
they  should  give  serious  thought  to  all  that  menaces  the  body  politic  and 
industrial.  What  Is  Socialism  f  is  an  excellent  antidote  to  socialistic  propa- 
ganda. It  is  especially  adapted  to  the  needs  of  the  parlor  bolshevist. 

A.  P.  R. 
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Alabama  Society  of  Certified  Public  Accountants 

The  annual  meeting  of  the  Alabama  Society  of  Certified  Public  Account- 
ants was  held  at  Mobile,  September  5,  1921. 

Two  members  of  the  society  were  dropped  from  rolls.  New  constitution 
and  by-laws  were  adopted.  The  following  officers  were  elected  for  the 
ensuing  year:  Robert  E.  Troy,  president;  John  F.  Andrews,  secretary 
and  treasurer;  council,  Francis  B.  Latady,  chairman,  George  T.  Rosson, 
Mayer  W.  Aldridge,  H.  B.  Urquhart  and  H.  C.  Crane. 

The  next  meeting  of  the  society  will  be  held  at  Birmingham,  Labor 
day,  1922.  

Utah  Association  of  Certified  Accountants 

At  the  annual  meeting  of  the  Utah  Association  of  Certified  Accountants 
held  in  Salt  Lake  City,  October  7,  1921,  the  following  officers  were  elected 
for  the  ensuing  year:  Wilford  A.  Beesley,  president;  F.  S.  Forman, 
vice-president;  C.  M.  Christensen,  secretary  and  treasurer. 


Wisconsin  Society  of  Certified  Public  Accountants 

The  annual  meeting  of  the  Wisconsin  Society  of  Certified  Public 
Accountants  was  held  at  the  Milwaukee  Athletic  Club,  October  20,  1921. 
The  following  officers  were  elected  for  the  ensuing  year :  Carl  Penner, 
president;  Gladstone  Cherry,  vice-president;  H.  D.  Sampson,  secretary 
and  treasurer.  The  principal  speakers  at  the  dinner  were  Stephen  W. 
Gilman  and  F.  D.  Strader. 


Gano  &  Co.  of  Albuquerque,  New  Mexico,  and  Turner  S.  Underwood 
of  Pueblo,  Colorado,  announce  that  they  have  formed  a  partnership  under 
the  firm  name  of  Gano,  Underwood,  Sippel  &  Co.,  with  offices  in  the 
French  building,  Albuquerque,  New  Mexico,  and  Opera  House  block, 
Pueblo,  Colorado.  

Frederick  B.  Emerson  and  I.  F.  Armstrong  announce  the  formation 
of  a  partnership  under  the  firm  name  of  Emerson  &  Armstrong,  with 
offices  at  1322-3  North  American  building,  Philadelphia,  Pennsylvania, 
and  785  Fifth  avenue,  New  York. 


Arthur  Wolff  &  Co.  of  522  Fifth  avenue,  New  York,  announce  that 
their  former  partner,  Paul  L.  Loewenwarter,  will  succeed  to  and  conduct 
their  practice  hereafter  under  his  own  name. 


James  S.  Matteson  announces  the  opening  of  branch  offices  in  the 
Metropolitan  Bank  building,  Minneapolis,  and  Hamm  building,  St.  Paul, 
Minnesota,  with  Stanley  C.  Coward  as  resident  manager. 


David  A.  Allen  and  William  B.  Hanson  announce  the  formation  of  a 
partnership  under  the  firm  name  of  Allen,  Hanson  &  Co.  with  offices  at 
544  Union  arcade,  Pittsburgh,  Pennsylvania. 
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Robert  R.  Bowles  and  Patrick  S.  Dolan  announce  the  formation  of  a 
partnership  under  the  firm  name  of  Bowles  &  Dolan  with  offices  at  521 
Chamber  of  Commerce  building,  Denver,  Colorado. 


Marwick,  Mitchell  &  Co.  announce  that  on  October  1st  John  S.  Williams 
was  admitted  to  partnership  in  the  firm  and  will  continue  to  practise  at 
the  New  York  office.  

George  E.  Morgan  announces  the  opening  of  an  office  at  522  Board  of 
Trade  building,  Indianapolis,  Indiana. 


The  Franklin  Audit  Company  announces  the  opening  of  an  office  in  the 
Liberty  building,  New  Haven,  Connecticut. 


Harry  L.  Altman  announces  the  opening  of  offices  at  723   Plymouth 
building,  Minneapolis,  and  237  Hamm  building,  St.   Paul. 


Scales   &  Motherhead  announce  the  opening  of   offices   at  401-2   Fort 
Worth  National  Bank  building,  Fort  Worth,  Texas. 


William   G.   Adkins   announces   the   removal   of   his    Chicago   office   to 
707-9  Powers  building. 

Lucius  D.  Burton  announces  the  removal  of  his  office  to  53  State  street, 
Boston,  Mass.  

H.  Wiesenthal  announces  the  removal  of  his  office  to  150  Nassau  street, 
New  York. 

David   Berdon  &   Co.   announce   the  opening  of  branch  offices   in  ihe 
Woodward  building,  Washington,  and  in  the  Widener  building,  Philadelphia. 


H.  C.  Crane  announces  the  opening  of  an  office  at  702   Bell  building, 
Montgomery,  Alabama.         

John  G.  Mclntosh  &  Co.  announce  the  opening  of  an  office  at  712-715 
Gasco  building,  Portland,  Oregon. 


Dahlberg  &  Co.  announce  the  removal  of  their  offices  to  723  Holston 
Bank  building,  Knoxville,  Tenn. 


Thurston  &  Grider  announce   the   removal  of  their  offices  to  215-219 
Two-Republics  Life  building,  El  Paso,  Texas. 


J.  Lee  Boothe  announces  the  opening  of  an  office  at  1423  Majestic 
building,  Detroit,  Michigan. 
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Harry  A.  Scharf  and  Harry  Geist  announce  the  formation  of  a  part- 
nership under  the  firm  name  of  Scharf  &  Geist  with  offices  at  1542  Broad- 
way, New  York.  

Riggins  &  Beck,  of  Okmulgee,  Olahoma,  announce  that  Arthur  Jones 
has  been  admitted  to  partnership  and  the  firm  name  will  now  be  Riggins, 
Beck  &  Jones.  

R.  L.  McCrea  announces  the  removal  of  his  office  to  1110  C.  C.  Chapman 
building,  Los  Angeles,  California. 


Sheppard  &  Co.  announce  the  removal  of  their  Pittsburgh  offices  to  the 
Oliver  building,  Sixth  Avenue  and  Smithfield  Street. 


C.  Howard  Smith  announces  the  opening  of  offices  in  Hynds  building, 
Cheyenne,  Wyoming.          

Eli   Moorhouse   &   Co.   announce   the   removal  of  their   offices   to 
1207-1208  L.  C.  Smith  building,  Seattle,  Washington. 


Flink,  Krohn  &  Besser  announce  the  opening  of  offices  in  the  Pruden- 
tial building,  Newark,  New  Jersey. 


Harvey,  Fuller  &  Co.  announce  the  removal  of  their  offices  to  82  Beaver 
street,  New  York.  

Joseph  Miller  announces  the  opening  of  an  office  at  2  Rector  street, 
New  York. 
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Income  and  Excess  Profits 
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TURNOVER 
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for  Employees  through  Stock  Ownership.  Cincinnati,  January  26, 
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BOARD  OF  EXAMINERS 


Examination  in  Auditing 

NOVEMBER  15,  1921,  9  A.  M.  to  12:30  P.  M. 
Answer  all  the  following  questions: 

1.  Name  and  describe  the  principal  groups  in  which  the  finan- 

cial transactions  of  a  municipality  are  summarized  in  its 
annual  statement. 

2.  In  auditing  the  books  of  the  Moving  Picture  Producing 

Company  you  find  the  total  balance  due  from  customers 
as  shown  by  the  controlling  account  in  the  general 
ledger  is  less  than  half  the  total  debit  balances  shown  by 
the  list  you  have  taken  from  the  customers'  ledger. 
What  does  this  indicate?  How  should  the  facts  be 
shown  on  the  balance-sheet? 

3.  What  are  the  principal  objects  for  which  auditors'  work- 

ing-sheets are  made  and  preserved? 

4.  Entering  upon  the  audit  of  the  A.  B.  C.  Co.  you  are  handed 

the  general  books  of  account.  You  learn  that  the  com- 
pany has  several  departments  and  practically  owns 
several  subsidiary  companies.  State  what  influence  this 
knowledge  would  have  upon  you  in  respect  to  proving 
the  accuracy  of  the  trial  balance  given  to  you,  what 
steps  you  would  take,  and  why. 

5.  State  what  you  conceive  to  be  the  legal  duties,  responsi- 

bilities and  liabilities  of  the  professional  auditor. 

6.  Describe  a  good  method  of  keeping  a  detailed  record  of 

(a)  salaries  paid,  (b)  wages  paid. 
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7.  State  what  particular  matters  should  be  ascertained  and 

verified  in  auditing  the  revenue  and  expense  accounts  of 

(a)  Shipping  companies; 

(b)  Taxicab  companies. 

8.  One  of  the   larger  church   denominations  in   the  United 

States  now  requires  the  annual  statements  of  its  parishes 
to  be  audited  by  a  certified  public  accountant.  Bearing 
in  mind  that  in  the  majority  of  parishes  the  church 
treasurer  is  custodian  of  all  the  church  funds,  disburses 
them  practically  at  will  and  keeps  the  church  books  him- 
self, how  would  you  proceed  to  audit  his  annual  report? 

9.  State  in  detail  how  you  would  proceed  to  audit  the  ac- 

counts of  a  bank. 

10.  In  what  circumstances  should  paid  cheques  be  treated  as 
vouchers?  Are  cheques  always  proper  and  sufficient 
vouchers  for  purchases?  Give  reasons. 


Examination  in  Accounting  Theory  and  Practice 
PART  I. 


NOVEMBER  15,  1921,  1  P.  M.  to  6  P.  M. 
Answer  any  two  of  the  first  three  problems: 

At  December  31,  1919,  after  closing  the  books,  a  balance-sheet 
of  the  A  Company  was  submitted  to  a  meeting  of  the  board 
of  directors.  The  statement  showed  an  authorized  capital- 
ization of  $100,000.00,  divided  into  1,000  shares,  of  which 
800  had  been  issued  at  par  value,  and  a  surplus  account  of 
$23,000.00.  The  directors  declared  a  7  per  cent,  dividend, 
payable  February  1st  to  stockholders  of  record  January  15th. 

Immediately  following  the  meeting  on  December  31st,  the  B 
Company  purchased  for  cash  90  per  cent,  of  the  outstand- 
ing stock  of  the  A  Company  at  130,  and  the  stock  was 
registered  in  the  name  of  the  B  Company  on  the  A  Com- 
pany's books. 

The  dividend  was  paid  by  Company  A  on  February  1st. 

On  June  30,  1920,  the  A  Company  closed  its  books  and  found 
that  it  had  made  a  profit  of  $12,000.00  for  the  half  year. 
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On  July  1,  1920,  the  directors  of  the  A  Company  authorized 
the  sale  of  the  unissued  stock  at  120,  to  be  subscribed  and 
paid  for  by  the  stockholders  at  that  date  in  amounts  pro- 
portionate to  their  present  holdings.  All  of  the  stock  was 
accordingly  issued  and  paid  for  at  that  date. 

A  dividend  of  4  per  cent,  was  declared  on  July  3,  1920,  and 
paid  on  July  15th.  The  dividend  was  applicable  to  the  entire 
stock  issue. 

The  books  of  Company  A  were  closed  at  December  31,  1920, 
and  the  profits  for  the  half  year  were  found  to  be  $13,500.00. 

The  B  Company  took  up  its  proportion  of  the  subsidiary's 
earnings  on  June  30th  and  December  31st,  respectively, 
before  closing  its  own  books.  Dividends  declared  after  the 
acquisition  of  the  stock  were  treated  as  a  reduction  of  the 
investment  account. 

(a)  You  are  asked  to  prepare  journal  entries  for  these  trans- 
actions as  they  would  appear  on  the  books  of  Company  B. 

Consolidated  balance-sheets  were  prepared  on : 

December  31,  1919,  immediately  following  the  first  stock 

purchase ; 
July   1,   1920,   immediately   following  the  second   stock 

purchase ; 
December  31,  1920. 

(b)  State  as  to  each  consolidated  balance-sheet: 

(1)  The  amount  of  goodwill  appearing  therein,  assuming  that 
the  books  of  Company  A  showed  a  goodwill  account  of 
$10,000.00  at  each  date,  and  that  there  was  no  goodwill 
account  on  Company  B's  books. 

(2)  The  minority  interest. 

(3)  The  consolidated  surplus,  assuming  that  Company  B's 
books  showed  surplus  of 

$46,000.00  at  December  31,  1919. 
57,000.00  at  July  1,  1920. 
68,000.00  at  December  31,  1920. 


2.  The  M  Company  of  New  York  started  in  business  on  Jan- 
uary 1,  1920,  manufacturing  a  patented  article.  It  entered 
into  a  contract  with  the  S  Company  of  Chicago.  This 
contract  contained  the  following  provisions: 
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(a)  The  S  Company  shall  have  the  exclusive  right  to  sell  the 
M  Company's  product. 

(b)  All  goods  manufactured  by  the  M  Company  during  the 
month  shall  be  shipped  to  the  S  Company  on  or  before  the 
last  day  of  the  month. 

(c)  All    goods    shall    be    shipped    on    consignment    and    be 
billed  to  the  S  Company  at  120  per  cent,  of  the  estimated 
cost  of  manufacture. 

(d)  Cost  of  manufacture  shall  include  all  material,  labor  and 
manufacturing  expenses,  to  which  shall  be  added  6  per  cent, 
interest  on  the  M   Company's  investment  in  plant  assets 
used  in  manufacturing. 

(e)  The  S  Company  shall  remit  as  an  advance  60  per  cent, 
of  the  billed  price  of  the  goods  on  receipt  thereof.    The 
remainder  of  the  billed  price  shall  be  remitted  as  soon  as 
the  goods  are  sold.    The  S  Company  may  sell  at  any  price 
it  chooses,  above  the  billed  price,  the  excess  being  the  profit 
of  the  S  Company. 

(f)  Records  shall  be  kept  on  the  M   Company's  books  as 
follows : 

Consignments  shall  be  charged  to  "S  Company,  con- 
signee," and  credited  to  "Consignments  outward"  at 
billed  prices  (i.e.,  estimated  cost  including  interest, 
plus  20  per  cent). 

Advances  shall  be  credited  to  "S  Company,  advances." 
Sales  reported  by  the  S  Company  shall  be  recorded  as 
follows : 

Debit   "S   Company"   and   credit   "Sales"   at   billed 

prices ; 

Transfer  from  "S  Company,  advances"  to  "S  Com- 
pany" the  advances  applicable  to  goods  sold; 
Credit  "S  Company"  with  remittances  in  final  set- 
tlement. 

(g)  At  the  end  of  the  year,  the  M  Company  shall  ascertain 
the  true  manufacturing  cost  to  which  has  been  added  6 
per  cent,  interest  on  plant  assets,  as  well  as  20  per  cent,  of 
the  total  so  obtained  to  determine  the  adjusted  bill  prices, 
and  shall  make  the  following  adjustments: 

Raise  or  lower  the  balances  of  the  "S  Company,  con- 
signee" and  the  "Consignments  outward"  accounts  to 
the  adjusted  billed  price  of  goods  unsold. 
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Adjust  the  "Advances"  account  so  that  its  balance  shall 
be  60  per  cent,  of  the  adjusted  billed  price  of  goods 
received  by  the  S  Company  and  still  unsold,  offsetting 
entry  to  be  made  in  the  "S  Company"  account. 

Adjust  the  sales  account  and  the  "S  Company"  account 
for  any  discrepancy  between  the  estimated  and  ad- 
justed billed  prices  of  goods  sold. 

Any  balance  in  the  "S  Company"  account,  after  making  these 
adjustments,  shall  be  due  immediately  by  or  to  the  M 
Company. 

At  December  31,  1920,  the  M  Company's  trial  balance  in- 
cluded the  following  balances: 

Manufacturing  account  (after  closing  thereto  all 
manufacturing  accounts  as  well  as  interest 
on  plant  assets)  $180,000 

Interest  on  plant  assets $    3,000 

S  Company,  consignee  240,000 

Consignments  outward  (total  for  the  year)    ....  240,000 

S  Company  advances  (advances  received  less 

those  applied  in  settlement  for  sales)  18,000 

S  Company  (account  balances  and  is  closed) 

Sales    170,000 

The  M  Company  has  shipped  all  goods  manufactured. 
The  S  Company  has  paid  all  advances  on  goods  received  and 
made  settlement  at  estimated  billed  prices   for  all  goods 
sold. 

Make  the  adjusting  entries  required  in   (g)  above. 
State  the  gross  profit  of  the  M  Company  on  sales  made 

by  the  S  Company. 

Determine  the  inventory  of  unsold  goods  at  true  manu- 
facturing cost. 


ACTUARIAL  (Optional) 

3.  The  federal  estate  tax  imposes  "a  tax  equal  to  the  sum  of 
the  following  percentages  of  the  value  of  the  net  estate: 
"1  per  centum  of  the  amount  of  the  net  estate  not  in 

excess  of  $50,000; 
"2  per  centum  of  the  amount  by  which  the  net  estate 

exceeds  $50,000  and  does  not  exceed  $150,000  ; 
"3  per  centum  of  the  amount  by  which  the  net  estate 

exceeds  $150,000  and  does  not  exceed  $250,000." 
The  rates  are  further  graduated  up  to  25  per  cent. 
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The  net  estate  is  computed  by  determining  the  gross  estate 
and  making  deductions  for  liabilities,  funeral  and  adminis- 
tration expenses  and  an  exemption  for  $50,000. 
The  regulations  provide  that  when  the  decedent  was  entitled 
to  receive  an  annuity  of  a  definite  amount  during 
a  specified  number  of  years  and  the  right  constitutes  an 
asset  of  his  estate,  the  present  worth  of  the  annuity  at  the 
time  of  the  decedent's  death  must  be  computed  on  a  four 
per  cent,  basis  and  be  included  in  the  gross  estate. 
The  regulations  further  provide  that  when  the  decedent  pos- 
sessed a  remainder  interest  in  property  subject  to  an  estate 
for  a  term  of  years,  and  such  interest  constituted  an  asset 
of  his  estate,  the  present  worth  of  the  remainder  interest 
at  the  time  of  his  death  must  be  computed  on  a  four  per 
cent,  basis  and  be  included  in  the  gross  estate. 

George  Smith  died  on  January  1,  1921.   His  estate  con- 
sisted of: 

Sundry    real    and    personal    property    valued    at 

$215,000.00; 

An  annuity  of  $10,000  per  annum,  payable  at 
December  31st  for  a  period  of  twenty  years,  the 
tenth  payment  of  which  was  received  on  December 
31,  1920; 

A  remainder  interest  in  a  fund  of  $40,000,  subject 
to  an  estate  for  fifteen  years.    This  estate  will 
terminate  on  December  31,  1930. 
Liabilities  and  expenses  totaled  $35,000. 
Present  value  at  4  per  cent,  of  one  dollar  due  10  years 

hence  =  .675564. 
Compute  the  estate  tax. 


Answer  all  the  following  questions: 

4.  It  has  been  recently  urged  that  if  the  replacement  cost  of 
fixed  assets  is  greatly  in  excess  of  their  cost,  depreciation 
should  be  computed  on  replacement  values,  so  that  the 
reserve  for  depreciation  will  be  equal  to  the  replacement 
value  when  the  time  arrives  for  abandoning  the  old  prop- 
erty and  acquiring  new.  It  is  contended  that  if  this  pro- 
cedure is  followed  the  company  will  have  sufficient  cash  to 
make  replacements  without  impairing  the  capital.  State 
your  opinion  in  regard  to  this  matter. 
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5.  A  corporation  has  an  issue  of  $100,000  of  cumulative  pre- 
ferred stock  bearing  6  per  cent,  dividends.  No  dividends 
have  been  paid  for  two  years.  How  would  you  disclose 
the  facts  in  a  balance-sheet  dated  December  31,  1920,  if 

(a)  A  dividend  of  $12,000  on  the  preferred  stock  was  de- 
clared on  December  27th,  payable  January  15th,  and  there 
is  a  remaining  surplus  of  $5,000? 

(b)  No  dividends  have  been  declared  and  there  is  a  surplus 
of  $17,000? 

(c)  No  dividends  have  been  declared  and  there  is  a  surplus 
of  $4,000? 

(d)  No  dividends  have  been  declared  and  there  is  a  deficit 
of  $7,000? 


6.  At  December  31,  1920,  a  company  priced  its  inventory  at  the 
market  value  at  that  date,  which  was  considerably  less 
than  cost.  At  a  meeting  of  the  board  of  directors,  held 
prior  to  closing  the  books  for  1920,  the  probability  of  a 
further  market  decline  in  1921  was  discussed,  and  it  was 
decided  that  some  provision  should  be  made  for  this  con- 
tingency. State  whether  you  think  such  a  provision  is 
necessary  or  not ;  how  you  would  make  such  provision ; 
and  what  the  effect  would  be  on  the  profits  for  1920. 


Examination  in  Commercial  Law 


NOVEMBER  16,  1921,  9  A.  M.  to  12.30  P.  M. 


Give  reasons  for  all  answers. 


NEGOTIABLE    INSTRUMENTS 

Answer  three  of  the  following  four  questions," 
1.  A  made  the  following  promissory  note  to  B : 

"January  31,  1909.  I,  A,  hereby  acknowledge  my  indebtedness 
to  B  for  services  rendered  by  him  for  which  I  oromise  to  pay 
to  B  the  sum  of  ten  thousand  dollars;  and  in  the  event  of  my 
death  I  direct  the  payment  of  this  sum  out  of  the  funds  of 
my  estate.  (Signed)  A." 

In  1911,  before  A's  death,  B  made  demand  for  payment, 
payment  was  refused  and  suit  brought.    Could  B  recover? 
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2.  G,  holding  himself  out  as  the  representative  of  one  Lieut.  X, 

head  of  a  navy  tuberculosis  camp,  obtained  from  A  a 
cheque  for  $100.00  to  the  order  of  Lieut.  X  as  a  contri- 
bution to  the  camp  fund.  G  endorsed  the  cheque  with  the 
name  "Lieut.  X"  and  obtained  the  cash  thereon  from  B. 
A  later  ascertained  that  there  was  no  such  person  as 
Lieut.  X  and  that  there  was  no  such  camp  fund  as  was 
alleged  by  G.  A  therefore  directed  his  bank  to  refuse 
payment  of  the  cheque  when  presented.  This  direction  the 
bank  carried  out.  B  thereupon  brought  action  on  the 
cheque  to  recover  from  A.  Could  he  succeed? 

3.  What  is  the  effect  when  a  holder  of  a  cheque  procures  its 

certification  by  the  bank  on  which  it  is  drawn? 

4.  A  opened  an  account  with  the  X  Trust  Company  in  Novem- 

ber, 1919,  by  a  deposit  of  $75,000.  On  December  29,  1919, 
the  bank  paid  out  of  the  account  $5,000  on  a  cheque  on 
which  A's  signature  had  been  forged.  On  January  2,  1920, 
A  receipted  for  a  statement  of  the  account  by  the  bank  and 
for  18  vouchers  or  canceled  cheques  attached  thereto,  one 
of  which  was  the  forged  cheque.  As  A  customarily  dele- 
gated to  his  secretary  the  work  of  examining  statements 
and  keeping  the  cheque-book,  the  forgery  was  not  imme- 
diately discovered.  In  March,  1921,  the  forgery  was  dis- 
covered by  A  through  the  report  by  the  bank  of  an  over- 
draft of  the  account.  The  bank  refused  to  make  good  on 
the  forged  cheque  and  A  sued.  Did  the  bank  have  any 
defense? 

CONTRACTS 

Answer  two  of  the  following  three  questions: 

5.  Under  the  uniform  sales  law  what  remedies  may  the  buyer 

invoke,  at  his  election,  for  breach  of  warranty? 

6.  When  is  a  contract  said  to  be  entire?    When  separable? 

7.  On   August   11,   1921,   C.   N.   Russell  bargained  with  John 

McCarty  for  the  purchase  of  400  bushels  of  corn,  being 
part  of  about  4,000  bushels  then  owned  by  McCarty  and 
stored  in  a  certain  grain  elevator.  The  price  was  agreed 
upon,  paid  by  Russell  to  McCarty  and  receipt  therefor 
given.  In  addition  McCarty  gave  Russell  an  order  di- 
rected to  the  elevator  company  directing  it  to  deliver  400 
bushels  of  corn  to  Russell.  Russell  gave  the  order  to  his 
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agent  with  directions  to  deliver  it  to  the  captain  of  a  cer- 
tain steamship  expected  to  arrive  the  next  day  to  take  the 
400  bushels  of  corn  on  board.  The  next  morning  before 
the  arrival  of  the  steamship  and  the  presentation  of  the 
order  to  the  elevator  company,  the  elevator  and  contents 
were  destroyed  by  fire.  Russell  afterwards  brought  suit 
to  recover  the  purchase  price  from  McCarty.  What  would 
be  your  decision  on  such  suit? 

PARTNERSHIP 

Ansiver  one  of  the  following  two  questions: 

8.  In  May,  1921,  the  firm  of  Baxter,  Brady  &  Childs  made  a 

promissory  note  to  A.  W.  Voorhis.  Childs,  a  member  of 
the  firm,  died  in  July,  1921,  and  in  September,  1921,  the 
note  being  due  and  unpaid,  Voorhis  brought  action  against 
Baxter,  Brady  and  the  executor  of  the  deceased  partner 
Childs.  Did  the  executor  have  any  defense  to  the  action? 

9.  In  January,  1918,  A,  B,  and  C  entered  into  a  partnership 

agreement  for  the  purpose  of  bringing  about  the  sale  on 
a  commission  basis  of  a  large  manufacturing  plant,  each 
of  the  three  to  share  equally  in  any  commissions  earned 
and  no  time  limit  being  expressed  in  the  agreement.  A 
having  the  closest  personal  relations  with  the  owners  of 
the  plant,  entered  into  negotiations  which  continued  with 
incidental  assistance  from  B  and  C  through  1918,  1919 
and  part  of  1920.  Due  to  differences  of  opinion  among 
the  owners  of  the  plant  the  negotiations  were  not  suc- 
cessful, and  in  March,  1920,  the  owners  wrote  to  A  that 
they  had  decided  not  to  entertain  a  proposition  for  sale  at 
that  time.  B  and  C,  upon  considering  this  letter,  wrote 
A  that,  as  they  deemed  the  negotiations  closed,  the  agree- 
ment of  January,  1918,  between  the  three  must  be  con- 
sidered terminated.  A  then  wrote  to  B  and  C  stating  that 
before  terminating  the  agreement  he  desired  a  further  con- 
ference between  the  three.  To  this  letter  neither  B  nor  C 
replied.  In  August,  1920,  B  and  C  started  negotiations, 
brought  about  a  sale  of  the  plant  and  received  as  commis- 
sions the  sum  of  $60,000.  A  thereupon  sued  B  and  C 
under  the  agreement  of  January,  1918,  for  a  partnership 
accounting  and  for  one-third  of  the  commissions  earned. 
Could  A  recover? 
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CORPORATIONS 

Answer  both  the  following  questions: 

10.  You  render  services  connected  with  the  reorganization  of  a 

corporation.  These  services  are  fairly  and  reasonably 
worth  $5,000,  and  you  render  a  bill  to  the  reorganized 
corporation  for  that  amount.  At  the  request  of  the  direc- 
tors, you  accept  instead  of  cash  100  shares  of  the  stock 
of  the  corporation,  the  shares  being  of  the  par  value  of 
$100  each,  (a)  Is  the  issuance  of  the  stock  by  the  cor- 
poration proper?  (b)  Do  you  incur  any  liability  by  your 
acceptance  ? 

11.  A  resolution  of  the  X  Corporation  provided  that  all  cheques 

should  be  signed  by  the  treasurer  and  countersigned  by 
the  president  or  a  director.  The  treasurer  by  a  series  of 
ingenious  excuses  obtained  the  countersignature  by  cer- 
tain of  the  directors  of  various  cheques  payable  to  "cash" 
or  to  "bearer."  These  cheques  he  misappropriated  and 
turned  to  his  own  personal  use.  The  corporation  upon  dis- 
covery of  the  misappropriation  demanded  that  the  direc- 
tors involved  make  good  the  amounts  lost.  Could  the 
directors  be  compelled  to  comply  with  the  demand? 

BANKRUPTCY 

Answer  the  following  question: 

12.  (a)  What   is    meant   by   the    term    "voluntary    bankrupt"? 
(b)  Who  may  become  a  voluntary  bankrupt? 

FEDERAL    INCOME   TAX 

Answer  the  following  question: 

13.  What  is  meant  by  the  term  "personal  service  corporation" 

and  how  are  the  earnings  of  such  corporations  taxed? 


Examination  in  Accounting  Theory  and  Practice 
PART  II. 


NOVEMBER  16,  1921,  1  P.  M.  to  6  P.  M. 

Answer  all  the  following  questions: 

1.  Companies  A,  B  and  C  were  all  organized  during  the  year 
1918,  A  and  B  being  engaged  in  manufacturing,  while 
C  acted  as  selling  agent  for  B  at  a  distant  point.  The 
capital  stock  of  C  is  owned  entirely  by  B,  having  been 
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acquired  at  the  organization  of  C  and  paid  for  in  cash 
at  par.  The  capital  stock  of  A  and  B  is  owned  entirely 
by  John  Doe,  Richard  Roe  and  Mary  Roe  in  equal  pro- 
portions (one-third  in  each  company).  No  dividends 
were  paid  by  either  of  the  three  companies  during  1920. 
It  may  be  assumed  that  the  miscellaneous  investments 
shown  on  the  balance-sheet  of  the  one  company  and  the 
gross  assets  of  all  three  corporations  remained  the  same 
during  the  year  1920. 

Below  are  shown  the  balance-sheets  of  the  three  companies 
as  at  December  31,  1919 : 

BALANCE-SHEET—COMPANY  A— DECEMBER  31,   1919 


ASSETS 

Capital  assets: 
Real     estate,     buildings 
and    machinery    (less 
reserve   for  deprecia- 
tion)    $100,000.00 

Current  assets: 
Inventory    of    raw    and 

finished  materials   ...     50,000.00 
Accounts  receivable  . . .     15,000.00 

Cash  10,000.00 

Liberty   bonds    (fourth 

4J4s)    50,000.00 

Deferred  charges: 

Prepaid    insurance    and 
taxes    .  5.000.00 


LIABILITIES 

Capital  stock  ., $150,000.00 

Current  liabilities : 
Notes      and      accounts 

payable    50,000.00 

Surplus    30,000.00 


$230,000.00 


$230,000.00 


BALANCE-SHEET—COMPANY   B— DECEMBER  31,   1919 


ASSETS 

Capital  assets: 
Real    estate,     buildings 
and    machinery    (less 
reserve  for  deprecia- 
tion)     $200,000.00 

Current  assets: 
Inventory    of    raw    and 

finished    materials    . .     75,000.00 
Accounts  receivable  ...     15,000.00 

Cash   5,000.00 

Investments : 

In  Company  C  (at  cost)     25,000.00 
Miscellaneous         stocks 

(domestic)    50,000.00 

Deferred  charges : 

Prepaid    insurance    and 
taxes  5,000.00 


$375,000.00 


LIABILITIES 

Capital  stock $250,000.00, 

Current  liabilities : 

Notes  payable   50,000.00 

Accounts  payable   10,000.00 

Surplus    65,000.00 


$375,000.00 
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BALANCE-SHEET—COMPANY   C— DECEMBER  31,   1919 
ASSETS  LIABILITIES 

Current  assets :  Capital  stock   $25,000.00 

Inventory    $35,000.00    Current  liabilities : 

Cash   9,500.00        Accounts     payable     (to 

Deferred  charges :  Company  B)    10,000.00 

Prepaid  taxes    500.00        Miscellaneous    5,000.00 

Surplus  5,000.00 


$45,000.00  $45,000.00 


The  net  income  for  the  year  1920,  carried  to  surplus  (per 
books),  was  as  follows: 

Company  A $20,000.00 

B  25,000.00 

C  5,000.00 

$50,000.00 

The  following  items  appear  in  the  respective  profit-and- 
loss  accounts  for  the  year  1920 : 

Company  A     Company  B    Company  C 

Income  and  profits  taxes  paid 

for  1919  $1,500.00  $2,000.00 

Interest  accrued  on  Liberty 

bonds  ..: 2,125.00 

Interest  paid  on  indebtedness 
incurred  to  carry  Liberty 
bonds  3,000.00 

Capital  additions  charged  to 

profit  and  loss  1,000.00  750.00 

Dividends  received  from  mis- 
cellaneous investments 3,000.00 

Prepare  balance-sheet  as  at  December  31,  1919,  for  tax 
purposes,  and  also  statements  showing  (1)  the  deter- 
mination of  the  net  taxable  income  of  the  group, 
(2)  calculation  of  invested  capital  and  (3)  calculation 
of  income  and  profits  taxes  payable  by  the  group  for 
the  year  1920.  

2.  "A"  (a  silk  mill  in  New  Jersey),  "B"  (salesman  represent- 
ing "C")  and  "C"  (commercial  bankers  in  New  York) 
entered  into  an  agreement  to  manufacture  and  sell  a 
number  of  pieces  of  special  quality  silk,  each  to  share 
one-third  of  the  profit  of  the  "venture." 
"C"  was  to  furnish  the  raw  material,  pay  the  dyeing  and 
finishing  bills  and  (having  control  of  the  sales)  to 
deduct  from  the  accounts  of  sales  certain  percentages 
for  discount  and  commission  and  charge  interest  on 
advances.  "A"  was  to  weave  the  materials  and  charge 
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the  woven  goods  at  cost.  The  difference  between  the 
value  of  the  raw  material  and  the  woven  goods  (manipu- 
lation) was  also  to  be  paid  by  "C."  All  woven  goods 
were  to  be  transferred  immediately  upon  completion  to 
"C"  (New  York).  There  was  no  work  in  process  at 
end  of  year. 

It  was  desired  to  know  the  result  of  the  "venture"  as  at 
June  30,  1921,  the  record  of  transactions  relative  thereto 
at  that  date  being  as  follows : 

Raw  silk  purchased  by  "C"  and  sent  to  mill  ("A") $51,814.65 

Weaving   (manipulation)    14,201.28 

(of  which  $12,811.31  has  been  paid  by  "C"  to  "A") 

Dyeing  and  finishing  bills  paid  by  "C" 6,245.58 

Shipments    of    finished    goods    from    mill    "A"    to    New 

York   ("C")    59,447.82 

Sales  (gross),  finished  product,  by  New  York  ("C")....  58,659.24 

Interest  on  advances            charged  by  "C" 1,338.16 

Discounts  on  sales                                    "C" 3,500.39 

Commission  and  guarantee                       "C" 4,122.52 

Amount  paid  by  "C"  to  "A"  on  account  of  anticipated  profit  1,900.00 

Value  of  raw  material,  etc.,   at  mill— June  30,  1921 $  9,476.99 

Value  of  finished  goods  in  New  York— June  30,  1921 ....  24,746.59 

From  the  foregoing,  prepare  manufacturing  account,  trad- 
ing and  profit-and-loss  accounts  and  the  accounts  of 
"A,"  "B"  and  "C,"  respectively. 


3.  The  M.  &  N.  Piano  Company,  manufacturing  various 
styles  of  pianos  but  keeping  no  established  cost  records, 
desires  to  know  the  basic  unit  cost  of  the  instruments 
manufactured  during  the  year. 

The  company  furnishes  the  following    data,    which    are 
verified  from  sundry  bills  and  other  records : 

Number  Additional  cost 

Style  manufactured  per  instrument 

A  166  $    .00 

B  212  .15 

C  267  .45 

D  177  .80 

E  148  .85 

F  56  .90 

G  92  5.68 

H  30  1.20 

J  242  2.04 

K  93  2.44 

L  94  4.39 

M  96  5.51 

S 73  17.66 

X  (player)    786  84.31 

2,532 
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The  total  cost  of  production  for  the  year,  as  shown  by  the 

manufacturing  account,  was  $270,344.85. 
The  basic  unit  cost  for  the  year  preceding  was  $82.29437, 

for  the  current  year  it  is  expected  to  be  considerably  less. 

(a)  Prepare  the  statements  required,  explaining  in  addi- 
tion how  you  would  determine  the  total  cost  of  each 
style,  and  submit  your  conclusions  in  a  formal  report  to 
the  company. 

(b)  How  would  you  value  finished  units,  say,  for  illus- 
tration, style  G,  in  the  inventory  for  balance-sheet  pur- 
poses at  the  end  of  the  year? 


4.  What  are  the  main  purposes  and  advantages  of  modern 
cost  accounting? 


5.  The  federal  government  permits  a  real-estate  company 
receiving  the  proceeds  of  the  sale  of  its  land  in  instal- 
ments to  report  its  income  on  the  basis  of  instalments 
received  and  to  take  credit  for  that  proportion  of  the 
cost  of  sales  which  the  instalments  paid  bear  to  the 
total  selling  price. 

What  method  would  you  suggest  for  recording  the  unre- 
ported  income  and  cost? 


6.  A  corporation  has  a  number  of  investments  in  stocks  and 
bonds  which  are  listed  and  have  a  definite  market  price 
from  day  to  day.  It  carries  them  at  their  cost  prices  in 
the  ledger  and  wishes  to  retain  these  cost  prices  and, 
at  the  same  time,  to  have  them  shown  in  the  monthly 
balance-sheet  at  the  market  prices. 

State  a  convenient  method  of  doing  this  without  changing 
the  cost  values  in  the  ledger. 
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BY  FREDERICK  A.  THULIN 

The  writer,  in  his  practice,  upon  the  completion  of  an  annual 
audit,  customarily  offers  the  suggestion  to  his  client,  that  he  will 
be  glad  to  appear  before  the  board  of  directors  or  the  annual 
meeting  of  the  stockholders  and  orally  amplify  and  analyze  the 
audit  report.  The  suggestion  is  usually  readily  accepted  by  the 
client.  Furthermore  the  writer  is  of  the  opinion  that  if  the  public 
accountant  would  more  generally  follow  a  procedure  of  this 
nature,  the  public  accounting  profession  would  be  giving  a  dis- 
tinction to  accounting  service  that  the  cold  report  can  never  give. 

Under  the  English  companies  act,  it  is  compulsory  to  submit 
the  annual  audit  report  at  the  annual  meeting  of  the  stockholders, 
but  the  suggestion  herein  set  forth  is  carrying  the  English  legis- 
lative requirement  a  step  further. 

Inasmuch  as  the  analysis  of  figures  should  be  imaginative  or 
interpretive,  at  least  of  the  past  and  present  and,  in  a  general  way, 
of  the  future;  and  inasmuch  as  accountancy  is  scientifically 
classified  as  a  branch  of  economics,  the  public  accountant  should 
be  in  an  excellent  position  to  present  a  many-sided  analysis  of  a 
business.  The  writer  proposes  therefore  to  outline  a  plan  of 
analysis,  embodying  principles  of  which  the  public  accountant  has 
knowledge  but  frequently  neglects  to  apply. 

The  presentation  of  accounting  and  related  data  can  be  classi- 
fied as  follows : 

I.  The  analysis  of  the  balance-sheet,  with  a  view  of 
determining  the  present  financial  condition  of 
the  client. 

II.  The  analysis  of  the  profit-and-loss  statement 
with  a  view  of  determining  the  condition  of  the 
operations. 

III.  Forecasting  on  the  basis  of  business  statistics 
and  general  economic  principles. 

IV.  General  comments. 

ANALYSIS  OF  THE  BALANCE-SHEET 

The  writer  in  this  discussion  assumes  the  balance-sheet  to  be 
properly  set  up,  to  wit:  reserves  of  all  kinds  are  adequate,  the 
correct  nomenclature  of  accounts  is  used,  etc. — in  fact,  that  the 
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general  principles  set  out  particularly  in  the  recommendations  of 
the  American  Institute  of  Accountants  to  the  federal  reserve  board 
have  been  followed. 

Under  American  banking  practice,  a  rule  of  thumb  has  de- 
veloped to  determine  present,  sound,  financial  condition — as 
regards  working  capital,  a  rule  which  over  a  long  period  of  years 
of  banking  practice  has  justified  itself  and  proved  itself  sound. 

The  before-mentioned  bankers'  test  and  one  that  can  be  readily 
adopted  by  the  public  accountant  is  briefly  this : 

"A  business  presumptively  is  in  a  good  financial  condition, 
to  wit:  has  sufficient  working  capital,  if  its  current  assets  in 
relation  to  its  current  liabilities  are  approximately  200  per 
cent.,  or  greater." 

But  to  determine  financial  condition,  the  public  accountant 
must  analyze  the  balance-sheet  further.  There  may  be  certain 
factors  of  omission  and  inclusion  that  should  be  noted,  generally 
of  the  following  nature,  before  any  definitive  opinion  can  be 
rendered : 

The  accounts  receivable  personal,  particularly  if  of  any 
moment  and  if  the  reasonable  expectation  for  the  liquidation  of 
such  accounts  is  through  the  medium  of  a  dividend  declaration, 
or  if  the  liquidation  will  be  haphazard,  should  not  be  included  in 
current  assets. 

Investments,  although  having  a  restricted  market  value,  if 
sound,  can  legitimately  appear  in  the  classification  of  current,  i.e., 
convertible  assets  of  a  going  business.  In  America  some  of  our 
corporations  have  adopted  in  a  minor  way  the  practice  of  many 
of  the  French  establishments,  the  building  up  of  an  investment 
account  sufficiently  large  to  guarantee  earnings  on  the  stock  of 
the  company. 

Ordinarily,  fixed  assets  such  as  land,  buildings,  machinery, 
etc.,  are  excluded  from  the  calculation  determining  financial  con- 
dition, the  reason  being  that  the  liquidation  of  such  assets  is  a 
business  liquidation  convertibility  and  not  a  convertibility  to  cash 
of  the  assets  of  a  going  business.  If,  however,  a  fixed  asset  has 
a  ready  market  and  its  convertibility  will  not  be  a  violation  of  the 
rule  before  mentioned,  to  wit :  a  business  liquidation  convertibility, 
such  an  asset  can  be  included  in  the  computation  of  financial  worth. 
An  asset  of  this  character  would  necessarily  be  an  excess  fixed 
asset. 
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The  writer  has  analyzed  many  businesses  in  which  the  fixed 
assets  have  a  substantial  value,  but  such  assets  without  a  financing 
programme  of  convertibility  such  as  a  bond  or  note  issue,  did  not 
place  the  business  in  the  position  where  the  accountant  was  able 
to  state  to  the  board  of  directors  or  stockholders : 

"Your  company  does  not  need   further  working  capital 

with  the  present  state  of  its  liabilities." 

The  inventory — purposely  discussed  last — is  logically  a  current 
asset.  The  transition  from  inventory  to  accounts  receivable  to 
cash  in  theory  is  accomplished  in  the  period  of  time  pertinent  to 
the  business  under  consideration. 

Inasmuch,  however,  as  an  inventory  may  be  somewhat  frozen, 
i.  e.,  not  make  the  transition  according  to  schedule,  the  accountant 
should  note  that  fact  before  determining  what  weight  should  be 
given  to  the  slow  turnover. 

The  turnover  that  should  roughly  obtain  for  a  particular 
business  can  usually  be  obtained  by  a  study  of  the  preceding  years 
of  the  business,  from  trade  bodies  or  associations  of  commerce  or 
by  a  special  report  from  some  trustworthy  business  information 
service,  that  has  gathered  statistics  on  the  particular  line  of 
business  and  can  be  qualified  by  the  accountant  to  the  individual 
case  under  consideration. 

An  inventory  therefore  that  is  not  moving  normally,  in  the 
same  manner  as  accounts  receivable  that  are  not  paid  normally,  is 
a  factor  that,  if  substantial  enough,  will  necessitate  a  reduction 
of  the  inventory  asset  or  the  use  of  a  larger  ratio  in  determining 
financial  position. 

The  analysis  to  which  the  current  liabilities  of  a  business 
should  be  subjected  can  be  summed  up  thus : 

Are  there  any  liabilities  of  the  business  over  which  the 
proprietorship  of  the  business  has  control?  If  so,  the  liabilities 
are  ordinarily  functioning  as  capital  liabilities,  and,  in  com- 
menting on  such  liabilities,  the  public  accountant  should  make 
recommendations  for  a  conversion  to  the  capital  or  fixed 
liability  classification  or  should  otherwise  take  notice  thereof 
in  his  comments. 

Accounts  or  notes  payable,  over  which  a  business  has  control, 
to  wit :  can  determine  the  maturity  thereof,  are  ordinarily  met  with 
in  closed  corporations,  where  in  the  expansion  of  the  business 
capital  was  needed,  or  where  at  the  inception  of  the  business, 
insufficient  capital  was  contributed,  and  to  meet  further  capital 
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requirements,  the  stockholders  or  directors  advanced  the  requisite 
funds.  Advances  of  the  foregoing  nature  are  not  expected  to  be 
liquidated  in  the  same  manner  as  the  ordinary  trade  or  bank  debt 
and  the  recommendation  before-mentioned  is  usually  appropriate. 

The  fixed  liability,  the  funded  debt,  ordinarily  is  not  taken 
into  consideration  in  analyzing  financial  worth.  However,  all  or 
a  portion  of  the  fixed  liability  may  mature  within  a  period  of  time 
after  the  date  of  the  balance-sheet  whereby  the  original  character 
of  a  fixed  liability  is  changed  to  that  of  a  current  liability.  If  the 
maturing  liability  is  of  sufficient  proportion  to  warrant  the 
inference  that  a  refunding  and  not  a  liquidation  is  contemplated, 
there  will  be  no  need  for  the  public  accountant  to  analyze  financial 
worth  by  including  such  liability  in  the  current  liabilities.  The 
public  accountant,  however,  should  comment  on  the  preparation 
made  for  refunding. 

The  bankers'  ratio  to  demonstrate  current  financial  position 
is  predicated  on  the  theory  that  the  translation  of  inventory  and 
attendant  expenses  of  business  to  accounts  receivable  and  the 
payment  thereof  is  not  contemporaneous  with  the  maturity  dates 
of  the  obligations  of  the  business,  the  latter  preceding  the  former 
in  point  of  time. 

Therefore  in  many  businesses,  particularly  the  instalment 
business  and  foreign  trade,  the  difference  in  time  between  payment 
of  receivables  and  maturity  of  obligations  may  be  so  pronounced 
that  the  ratio  ordinarily  indicative  of  sound  financial  position  may 
not  actually  demonstrate  sufficiency  of  cash  working  capital.  A 
larger  ratio  may  be  necessary.  The  remedy  in  a  situation  of  the 
foregoing  nature  is  to  convert  such  assets  by  discounting  them  or 
to  create  a  fixed  liability  using  such  assets  as  collateral  security. 

As  the  writer  has  indicated,  the  bankers'  method  is  more  or 
less  arbitrary  but  has  been  found  to  work  out  in  practice.  The 
scientific  method  of  computation,  outlined  by  the  writer  in  a 
previous  number  of  THE  JOURNAL  OF  ACCOUNTANCY,  is  too 
cumbersome  a  method  for  use  in  every-day  business  affairs  where 
quick  action  is  desired. 

ANALYSIS  OF  THE  PROFIT-AND-LOSS  STATEMENT 

The  requisite  bankers'  relationship  of  current  assets  to  current 
liabilities  prima  facie  indicates  that  there  is  sufficient  working 
capital  in  the  business  to  liquidate  current  maturing  obligations 
in  due  form  and  as  a  corollary  thereto  the  business  is  not  drawing 
on  profits  unduly  to  furnish  working  capital. 
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An  analysis  of  the  profit-and-loss  statements  of  the  business, 
however,  may  show,  that  while  the  business  is  in  a  position  to 
liquidate  its  current  liabilities  in  due  form,  nevertheless  one  or 
more  of  the  following  situations  may  be  present : 

1.  A  drain  on  such  ability  by  a  loss  from  operations ;  or 

2.  The  business  may  not  be  earning  enough  commensurate 
with  the  entrepreneur  risk  of  its  type  of  business;  or 

3.  The  business  may  not  be  earning  sufficiently  to  liquidate 
its  fixed  liability  at  maturity,  after  allowing  a  reasonable 
proportion  of  such  fixed  liability  to  be  refundable,  thus 
indicating  that  a  certain  portion  of  the  fixed  liability  of 
the  business  is  functioning  as  a  pure  capital  account. 

1  and  2.  The  earnings  a  business  should  make  on  its  capital 
commensurate  with  the  entrepreneur  risk  entailed  are  variable 
according  to  the  nature  of  the  business  under  consideration.  It 
is  perfectly  obvious  that  a  rate  for  one  business  may  be  ample,  yet 
entirely  inadequate  for  another  business.  Eight  per  cent,  may  be 
a  sufficient  return  for  a  bank  but  certainly  would  not  be  sufficient 
for  a  gold-mining  or  an  oil  company.  The  market  interest  rate, 
locality,  market  competitive  factors  and  nature  of  product  sold 
are  the  chief  factors  that  the  accountant  should  take  into  consid- 
eration in  determining  the  earning  rate  logically  applicable.  If  a 
business  is  not  earning  sufficient  to  compensate  capital  invested, 
the  accountant  should  seek  to  ascertain  the  reason  therefor. 

3.  It  is  a  fundamental  proposition  of  accounting  economics 
that  the  liquidation  of  a  fixed  liability  shall  be  made  from  earn- 
ings. This  proposition  is  the  reverse  of  the  principle  governing 
the  liquidation  of  the  current  liability. 

In  advising  on  the  question  of  financing  capital  requirements 
through  the  medium  of  long-time  borrowing,  the  accountant 
should  be  in  an  excellent  position  to  determine  the  amount,  serial 
payments,  refunding  probabilities  and  other  incidents  attendant 
on  a  funded  indebtedness. 

Frequently,  in  trust  indentures,  there  is  a  provision  for  the 
maintenance  of  a  certain  ratio  or  excess  of  current  assets  to  current 
liabilities  to  insure  to  the  investor  a  sufficiency  of  working  capital 
so  that  earnings  can  be  used  in  all  or  part  for  the  appropriate 
purpose  of  liquidating  its  fixed  liability  and  that  earnings  shall 
not  be  unduly  called  upon  to  contribute  working  capital  to  the 
business.  The  before-mentioned  reason  is  also  the  underlying 
reason  for  the  provision,  also  frequently  found  in  trust  indentures, 
limiting  distribution  of  earnings  by  way  of  dividends. 
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FORECASTING  BY  STATISTICS  AND  GENERAL  ECONOMIC  PRINCIPLES 
It  is  axiomatic  that  a  business  may  be  presently  in  an  excellent 

financial  position,  may  have  an  excellent  history,  but  that  the 

future  may  not  be  so  favorable. 

In  the  writer's  opinion,  therefore,  a  business  should  prepare 

and  have  ready  for  convenient  reference,  the  statistics  that  indicate 

from  time  to  time  the  weak  and  strong  factors  of  a  business.  Sales 

statistics  are  particularly  important  and  generally  speaking  the 

following  divisions  are  sufficient: 

A.  Analysis  of  commodities  sold,  thus  indicating  the  source 
of  gross  revenues  from  lines  sold,  and  the  relative  profit 
from  each  line. 

B.  Analysis  of  customers  into  classes,    thus    indicating    the 
customer  market  for  the  business. 

C.  Analysis  of  territories,  thus  indicating  territorial  distri- 
bution of  the  sales. 

In  many  instances  the  gross  revenues  of  a  business  may  show 
an  increase  which  may  be  illusory,  due  to  the  increase  in  one  type 
of  business  offsetting  a  decrease  in  another  type  of  business. 
Statistics  will  show  the  strong  factors  but  will  also  demonstrate 
the  weak  factors.  Certainly  statistics  which  showed  a  large  gov- 
ernment mail  order  or  railroad  business  in  1918  and  1919  would 
be  a  factor  in  correctly  prognosticating  the  business  for  1920  or 
1921.  Advertising  programmes  and  other  plans  of  an  adminis- 
trative nature  may  be  largely  determined  by  the  statistical  data 
of  the  business. 

The  writer  in  the  preparation  of  audit  reports  by  his  staff 
insists  in  most  instances  on  the  analysis  of  the  sales  account,  so 
that  no  client  will  be  misled  by  illusory  increases  or  decreases  in 
gross  revenues. 

Sales  statistics  serve  another  purpose  in  forecasting  by  giving 
data  on  which  to  base  the  successful  further  continuance  of  the 
business.  The  commodity  analysis  may  show  a  patented  or 
specialty  article  the  future  sales  of  which  may  be  curtailed  by  a 
superseding  commodity.  The  customer  analysis  may  bring  to  the 
attention  of  the  management  a  customer  market  that  may  be 
weakened  or  disappear  in  the  future;  and  the  territorial  analysis 
may  do  likewise. 

As  the  average  business  has  a  fairly  accurate  classification  of 
expense  accounts,  the  data  on  expenses  is  ordinarily  not  difficult 
to  ascertain.  Increases  not  consistent  with  the  growth  of  the 
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business  are  facts  which  are  items  of  information  that  the  public 
accountant  should  be  cognizant  of  and  interpret  as  to  their 
significance. 

GENERAL 

In  ordinary  periods  of  business  activity,  the  analysis  of  a 
business  generally  may  ignore  the  personality  element  and  confine 
itself  to  the  concrete  facts  as  shown  by  the  accounting  data.  But 
in  unusual  circumstances,  such  as  the  present  period  of  business 
depression  or  any  similar  period  of  general  depression,  when  the 
assets  shrink  and  liabilities  remain  stationary,  the  analysis  should 
not  fail  to  weigh  the  intangible  elements  that  give  potentiality  to 
the  business.  The  business  character  and  fitness  of  the  official 
personnel,  the  organization  developed,  the  character  of  the  house 
for  business  integrity,  its  history,  etc.,  are  factors  that  will  always 
assume  an  importance  in  determining  the  financial  stability  of  a 
business.  As  Andrew  Carnegie  once  stated,  in  substance: 

"My  losses   I  can  always  recoup,  if  my  personnel  and 

organization  are  not  taken  away  from  me." 
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BY  HENRY  BOSSERT 

The  United  States  is  far  ahead  of  its  nearest  rival,  Great 
Britain,  in  the  number  of  newspapers  published.  In  the  year  1914, 
there  were  22,975  papers  published  in  this  country,  as  compared 
with  9,500  published  in  Great  Britain.  In  1880,  there  were  three 
pounds  of  paper  per  annum  per  capita  used  in  the  United  States ; 
to-day  there  are  thirty-five  pounds. 

In  the  United  States  there  are  comparatively  few  successful 
morning  newspapers.  Retail  advertising  is  swinging  to  the 
evening  paper,  which  is  the  home  newspaper  for  family  reading. 
In  1916,  sixteen  large  retail  firms  in  New  York  advertised  in 
total  as  follows: 

Evening  papers   13,000,000  lines 

Sunday  papers    5,000,000  lines 

Morning  papers   (week-day)    1,500,000  lines 

Sunday  papers,  in  many  cases,  have  to  carry  the  expense  burden 
of  weekly  morning  editions. 

With  the  publication  of  the  enormous  number  of  newspapers 
in  the  United  States  comes  a  correspondingly  great  demand  for 
white  paper,  or  "newsprint,"  the  increase  in  consumption  of  which 
has  already  been  mentioned.  Just  before  the  world  war,  sixty 
per  cent,  of  our  paper  supply  came  from  Canada  and  other  foreign 
countries.  As  our  domestic  supply  diminishes,  we  shall  be  thrown 
more  and  more  on  the  mercy  of  these  foreign  sources  of  supply. 

E.  A.  Sherman,  an  associate  forester  of  the  United  States 
department  of  agriculture,  believes  that  Alaska  is  our  future 
source  of  supply  of  wood  pulp.  If  such  be  the  case,  it  will  offer 
the  big  advantage  of  being  free  from  duty.  There  are  those  who 
take  the  opposing  view,  saying  that  the  forests  of  Alaska  are  too 
widely  scattered,  that  transportation  is  too  difficult,  and  that  the 
wood  is  too  knotty  to  make  it  of  .commercial  value. 

Meanwhile,  the  newsprint  price  is  increasing  so  rapidly  that 
newspaper  purchasing  agents  must  buy  their  stock  at  "price 
prevailing  at  delivery,"  which  may  be  five  or  six  months  hence. 
The  seller  himself  is  the  one  who  really  fixes  this  "prevailing 
price." 
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The  International  Paper  Co.  has  recently  announced  that  the 
supply  of  newsprint  received  by  all  of  its  customers  in  the  year 
1920  is  to  be  reduced  by  20  per  cent,  for  the  year  1921.  Efforts, 
of  course,  are  being  made  to  combat  this.  The  high  price  of 
newsprint  has  been  denounced  by  Jason  Rogers,  publisher  of 
the  New  York  Globe,  as  unjustified.  He  plans  to  form  a  company 
for  supplying  his  own  newsprint  and  has  offered  to  admit  any 
other  publishers  who  will  come  in  with  him,  promising  an  inde- 
pendent supply  within  a  few  months.  The  Publishers'  Buying 
Corporation  is  another  outgrowth  of  the  difficulty  of  securing 
newsprint.  It  is  a  cooperative  association  for  the  purpose  of 
securing  and  equitably  distributing  newsprint  among  its  members. 

The  Minneapolis  Tribune  is  attacking  the  problem  in  another 
way.  It  has  purchased  one  hundred  acres  of  stumpage  for  its 
own  pulp  supply,  and  it  now  holds  sufficient  stumpage  adjacent 
to  its  plant  to  last  it  until  the  shortage  in  general  becomes  so 
acute  as  to  force  the  use  of  some  material  other  than  wood  pulp 
for  the  making  of  newsprint.  The  making  of  paper  from  raw 
peat  has  been  invented  in  England  and  is  now  being  perfected. 

Newspaper  publishing  is  a  highly  developed  art  in  the  United 
States.  One  of  the  points  in  which  many  publishers  take  par- 
ticular pride  is  the  speed  at  which  news  can  be  relayed  to  the 
public.  One  New  York  publisher  asserts  that  if  the  New  York 
city  hall  were  to  collapse,  he  would  have  an  extra  on  the  street 
within  three  and  one-half  minutes,  telling  of  the  catastrophe. 
This  would  be  accomplished  by  inserting  an  "extra"  in  the 
familiar  space  which  is  usually  left  on  the  front  page  of  a  paper 
for  the  insertion  of  just  such  last-minute  news  of  importance. 
It  would  necessitate  stopping  the  presses  for  only  a  few  seconds 
while  the  extra  was  being  inserted. 

The  same  publisher  claims  truth  for  the  following  story :  An 
important  horse-race  was  being  held  between  horses  A,  B  and  C. 
This  paper,  being  anxious  to  be  the  first  to  have  published  the 
results  of  the  race,  composed  three  inserts  for  the  "extra"  space 
mentioned  above.  One  of  these  inserts  told  of  A's  victory;  one 
told  of  B's  victory;  and  the  third  of  C's  victory.  These  three 
were  then  placed  at  easy  command  beside  the  presses,  and  when 
the  news  of  A's  victory  was  flashed  over  the  wires  to  them,  the 
presses  were  immediately  stopped,  the  proper  story  inserted,  and 
before  A's  nose  was  turned  toward  the  judge's  stand,  the  papers 
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telling  of  his  victory  were  being  printed  at  the  rate  of  five  hundred 
a  minute. 

The  New  York  Sun  prints  up-to-the-minute  stock-market 
quotations  in  successive  issues.  When  the  stock  exchange  closes 
at  three  o'clock,  the  final  prices  are  received,  composed  and  sent 
to  the  stereotyping  room  by  3.05  p.  m.  A  few  minutes  later  the 
final  quotations  are  on  the  street. 

The  Wall  street  explosion  in  New  York  occurred  at  noon. 
By  2  p.  m.,  the  Star-Bulletin  of  Manila,  five  thousand  miles  away, 
had  the  Associated  Press  story  of  the  catastrophe  on  the  streets. 

All  these  stories  illustrate  the  tremendous  speed  and  pressure 
under  which  newspapers  work.  Large  city  newspapers  work  all 
the  time,  employing  day  and  night  shifts,  and,  being  in  operation 
almost  continuously,  take  few  holidays. 

NEWSPAPER  OPERATION 

News  may  be  received  by  a  newspaper  directly  through  its 
reporters  or  indirectly  through  some  news  agency.  Such  an 
agency  is  the  Associated  Press. 

The  Associated  Press  is  a  mutual  organization,  controlled 
exclusively  by  newspapers  of  the  United  States,  for  the  purpose 
of  gathering  and  distributing  news.  In  all  large  cities  and  places 
of  public  interest  it  maintains  a  central  office  and  a  corps  of 
reporters.  It  obtains  news  from  newspapers,  city  officers  or 
original  sources  and  distributes  by  telegraph  to  newspaper- 
members.  In  small  towns,  news  of  more  than  local  interest  is 
obtained  through  reporters  of  papers  in  those  towns.  A  regular 
charge  is  made  for  the  news  service.  A  newspaper  in  one  city 
cannot  obtain  membership  without  the  consent  of  member  news- 
papers in  the  same  city.  The  Associated  Press  maintains  trans- 
Atlantic  and  trans-Pacific  cable  service. 

An  even  more  modern  device  than  the  telegraph  for  receiving 
news  in  the  newspaper  office  is  the  electrically  controlled  type- 
writer. This  typewriter  is  operated  from  some  distant  point  by 
another  typewriter,  and  it  reproduces  exactly  what  has  been 
written  at  the  other  end.  The  saving  in  payroll,  because  there 
is  no  necessity  for  telegraph  operators,  is  evident.  The  device 
also  makes  possible  the  receipt  of  a  more  accurate  copy  of  the 
news.  One  has  only  to  see  an  operator,  under  the  older  system, 
receiving  the  message  at  his  instrument  and  punching  it  out  on 
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the  typewriter  before  him  to  realize  that  under  the  new  system 
the  middleman  has  been  eliminated. 

News  brought  in  by  reporters  is  written  by  them  at  any  one 
of  the  numerous  desks  placed  about  a  large  room  and  is  then 
turned  over  to  the  city  editor,  if  city  news,  or  to  some  other 
editor,  such  as  the  Jersey  editor,  if  news  of  New  Jersey. 

After  the  copy  is  corrected  and  approved,  it  is  sent  to  a  corps 
of  men  in  another  part  of  the  room,  who  cut  it  up  into  paragraphs, 
and  number  them  to  facilitate  future  piecing  together.  The  news 
is  then  ready  to  pass  to  the  next  department — the  composing 
room. 

The  news  is  received  at  a  general  desk  in  the  composing  room, 
and  the  clerk  there  proceeds  to  distribute  it,  by  paragraphs  which 
are  numbered,  to  linotype  machines,  whose  operators  are  also 
numbered.  He  keeps  a  record  on  the  chart  before  him,  showing 
on  what  each  man  is  working. 

The  linotype  machines  are  operated  from  a  keyboard,  similar 
in  principle  to  a  typewriter.  With  each  stroke  of  a  key,  the  proper 
letter-mould  falls  into  place.  When  the  end  of  a  line  is  reached, 
the  row  of  letter-moulds  is  carried  by  an  arm  to  another  part  of 
the  machine,  where  a  molten  composition-metal  is  poured  into 
them,  which  quickly  hardens,  taking  the  form  of  the  line  of 
moulds.  This  line  is  then  used  as  the  finished  product  of  the 
machine,  and  the  arm  carries  the  line  of  moulds  back  to  their 
starting  point,  where  they  are  automatically  distributed  to  their 
proper  compartments,  and  the  arm  is  ready  to  receive  the  next 
line  of  moulds  and  to  repeat  the  same  operation. 

After  the  story  has  been  thus  composed  and  the  paragraphs 
assembled,  a  proof  is  run  off  on  a  small  press,  and  any  correc- 
tions are  made.  The  corrected  stories  are  assembled  by  pages,  as 
directed  by  the  editor  responsible  for  their  arrangement,  and  each 
completed  page  is  placed  on  a  carrier  and  wheeled  to  the  next 
department,  where  the  "mats"  and  the  stereotypes  are  made  for 
the  presses. 

As  soon  as  the  assembled  pages  are  received  in  the  matrix 
department,  they  are  put  through  an  operation  which  makes  them 
of  no  further  value  except  as  scrap  metal,  to  be  remelted.  This 
operation  is  the  making  of  a  matrix,  or  "mat,"  from  the  type, 
which  is  used  as  the  basis  for  further  operations  in  this  depart- 
ment. A  number  of  layers  of  tissue  paper  are  joined  by  flour-paste 
to  other  layers  of  a  substance  resembling  blotting  paper  and 
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placed  over  the  face  of  the  page  of  type.  This  is  then  screwed 
down  to  heavy  pressure,  under  steam,  and  when  released  the 
product  is  a  stiff  cardboard  with  a  clear  impression  of  the  whole 
page  upon  it.  The  type  is  then  returned  to  the  composing  room 
for  the  metal  to  be  remelted  for  use  again  in  the  linotype  machines. 

The  mat  is  now  placed  in  a  form  which  gives  it  a  semi- 
circular shape,  and,  after  being  locked  firmly,  it  is  closed  up  tight 
in  this,  the  stereotype  machine.  By  pulling  a  lever,  another  mass 
of  molten  metal,  of  practically  the  same  composition  as  that 
previously  used,  is  allowed  to  rush  in  and  harden  with  the  imprint 
of  the  page  on  it  and  in  the  semi-circular  shape.  After  about  one 
minute,  the  machine  is  opened  and  the  metal  form  removed.  Any 
number  of  these  forms  can  be  made  from  one  mat,  and  at  least 
two  are  required  for  each  press. 

The  stereotypes,  as  these  semi-circular  plates  are  called,  are 
placed  in  another  machine  which  trims  the  edges,  shaves  them 
down  to  the  proper  thickness,  and  cools  them,  ready  to  be  placed 
on  the  elevator  or  other  conveyor  and  sent  to  the  press  room. 

The  plates  as  received  in  the  press  room  are  immediately  fixed 
on  the  huge  presses,  two  copies  of  each  page  on  each  press,  and 
in  a  short  time  the  most  wonderful  of  all  the  processes  here 
described  starts. 

The  presses  are  gigantic  machines.  At  the  back  is  fed  the 
paper  from  rolls,  just  as  it  is  received  at  the  plant.  At  the  front 
are  ejected  printed,  folded,  counted  and  completely  finished  news- 
papers, of  as  many  as  twenty-four  pages,  and  at  the  rate  of  five 
hundred  a  minute,  if  working  under  pressure.  These  papers  are 
caught  up  by  moving  wire  carriers,  lifted  to  the  ceiling,  and  pass 
over  the  presses  and  out  of  the  room  in  an  impressive,  endless 
procession.  The  finished  papers  are  dropped  by  these  carriers  in 
the  shipping  room,  where  newsboys  are  supplied  and  shipments 
are  made. 

I  have  mentioned,  up  to  this  point,  the  handling  of  news  only. 
An  even  greater  bulk  of  the  newspaper  make-up  is  advertising 
material.  This  is  handled  in  the  same  way  as  news,  from  the 
composing  room  on,  having  reached  the  composing  room  from 
the  advertising  department.  It  does  not  require  as  much  last- 
minute  hustling,  on  the  whole,  for  advertising  contracts  may  be 
received  and  set  up  far  ahead  of  publication. 

All  the  operations  above  described  are  capable  of  being  run 
off  in  an  incredibly  short  time,  as  was  illustrated  in  the  introduc- 
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tion  to  this  paper.  The  employees  are  always  a  busy  set  of  people, 
but  never  busier  than  just  before  the  huge  presses  start  emitting 
the  first  edition  of  a  new  day's  news,  when  it  seems  to  an  onlooker 
as  though  they  were  in  a  state  of  frenzy  or  hysterics.  And  these 
operations  are  not  only  complicated,  but  expensive. 

NEWSPAPER  ACCOUNTING 

Newspaper  revenue  is  derived  from  advertising,  cash  sales, 
subscriptions  and  miscellaneous  sources. 

Newspaper  disbursements  take  the  form  of  production  costs, 
selling  expenses  and  administration  expenses. 

The  two  broad  classes  of  advertising  are  display  and  classified. 
There  may  be  many  other  subdivisions  or  classifications  of  adver- 
tising, such  as  resorts,  schools  and  colleges,  autos,  religious,  etc., 
but  these  represent  only  a  more  detailed  classification  for  such 
purposes  as  that  of  the  furnishing  of  daily  advertising  reports  by 
bookkeepers. 

A  display  advertisement  is  handled  in  the  following  way: 
An  order  is  received  by  the  advertising  department.  It  is  imme- 
diately sent  to  the  accounting  department  for  entry  in  the  adver- 
tising daybook  and  ledger.  When  returned  to  the  advertising 
department,  it  is  made  the  basis  for  an  order  on  the  printing 
department.  It  is  then  entered  in  the  advertising  order  book  or 
contract  register,  being  given  a  full  loose-leaf  page,  irrespective 
of  the  size  of  the  order.  This  record  will  contain  a  complete 
history  of  the  contract.  Besides  showing  each  payment  made  on 
account,  it  will  show  the  insertion  in  the  paper  (or  omission) 
every  day.  This  record  will  be  made  directly  from  a  marked  copy 
of  the  paper  itself.  After  the  contract  has  expired,  the  loose-leaf 
record  may  be  put  in  a  transfer  binder.  The  advertising  accounts 
receivable  may  reach  such  proportions  as  to  necessitate  the  carry- 
ing of  a  number  of  advertising  ledgers.  Their  total  will  be  trans- 
ferred at  stated  periods  to  the  private  ledger  or  to  the  general 
ledger,  whichever  method  is  used,  by  the  entry : 
Advertising  ledgers'  controlling  account, 
To  advertising. 

Classified  advertisements  are  usually  paid  for  in  cash.  A  slip 
is  made  out  for  each  classified  advertisement,  showing  the  word- 
ing of  the  advertisement,  the  dates  of  insertion  and  the  charge. 
Upon  the  cash  payment  by  the  customer,  a  detachable  part  of 
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the  slip  is  handed  him,  which  serves  both  as  a  receipt  and  as  a 
claim  check  for  mail  in  answer  to  his  advertisement. 

In  the  case  of  charge  accounts  for  advertising  of  any  kind, 
periodical,  itemized  bills  should  be  sent  to  the  customers  in  order 
that  they  may  check  the  accuracy  of  such  bills  before  paying. 
These  bills  may  be  made  out  from  day  to  day  and  totaled  period- 
ically to  agree  with  the  individual  accounts  in  the  advertising 
ledgers. 

Advertising  rates  to  customers  are  computed*  in  the  following 
way :  Let  us  take  for  example  a  newspaper  with  a  net  paid  daily 
circulation  of  20,000,  producing  $28,000  a  year  in  circulation 
earnings,  with  3,000,000  lines  of  advertising  during  the  year,  for 
which  it  received  two  cents  a  line.  The  yearly  operation  expenses 
were  $100,000. 

From  the  foregoing  facts,  the  total  income  will  be: 

From  circulation   $28,000 

From  advertising   (3,000,000  lines  at  2c.)  . . .       60,000 

Total  income   $88,000 

This  will  not  cover  operation  expenses  of  $100,000.  Now,  if  we 
subtract  the  circulation  income  ($28,000)  from  the  operation 
expenses  ($100,000),  we  have  left  an  amount  ($72,000)  which 
must  be  produced  by  advertising.  This  figure,  divided  by  three 
million  lines  of  advertising,  gives  2.4  cents  a  line,  showing  that 
the  advertising  rate  for  this  paper  must  be  raised  to  2^2  cents  a 
line  or  higher. 

From  this  calculation  we  can  work  out  a  formula  for  the  cost 
of  a  line  of  advertising:  From  the  gross  operation  expenses  sub- 
tract circulation  receipts  and  divide  the  remainder  by  the  number 
of  lines  of  paid  advertising.  If  job  printing  also  is  done,  this 
formula  will  have  to  be  somewhat  altered  to  allow  for  proper 
proportioning  of  expenses. 

According  to  E.  W.  Smith,  of  the  Ports  Publishing  Co.  of 
Salt  Lake  City,  the  minimum  rate  for  one  inch  of  advertising  in 
a  country  newspaper  with  a  circulation  of  1,000  should  be  twenty- 
one  cents. 

There  should  be  three  books  of  entry  relating  to  advertising, 
each  of  which  has  already  been  mentioned.  The  order  book  or 
contract  register  needs  no  further  explanation.  The  advertisement 
daybook  is  the  book  of  original  entry  for  contracts.  It  will  show 

•Computation  taken  from  Newspaper  Building  by  Jason  Rogers,  p.  91. 
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on  what  days  the  advertisement  actually  did  appear.  Cash  orders 
are  usually  only  for  a  few  days  and  may  be  entered  in  a  subsidiary 
cashbook  or  in  a  special  cash  column  of  the  daybook.  They 
will  not  ordinarily  appear  in  the  advertising  ledgers.  The  balance 
of  the  advertising  ledgers  will  represent  an  asset,  accounts 
receivable.  The  advertising  ledgers'  controlling  account  is  usually 
carried  in  the  general  ledger,  but  it  may  be  the  policy  of  the 
company  to  assign  all  assets  and  liabilities  to  the  private  ledger. 

The  next  natural  division  into  which  the  accounting  falls  is 
accounts  relating  to  circulation.  A  typical  method  of  handling 
the  newsboys'  department  is  that  used  by  the  Louisville  Courier- 
Journal.  There  is  a  superintendent  of  the  newsboys'  department 
who  is  charged  with  the  number  of  papers  delivered  to  him,  and 
he  must  account  for  all  these  at  the  end  of  the  period,  in  cash  or 
returns.  Another  method  is  to  have  the  circulation  department 
sell  "purchase  checks"  to  the  newsboys  for  procuring  a  specified 
number  of  copies  from  the  delivery  room. 

Subscriptions  must  be  handled  in  an  entirely  different  way. 
A  typical  method  is  that  followed  by  the  Indianapolis  News.  The 
subscriptions,  when  received,  are  recorded  in  the  subscription 
order  book  and  then  sent  to  the  card-index  clerk,  who  enters  them 
on  his  index  as  either  new  subscriptions  or  as  renewals.  He  then 
sends  them  to  the  galley  clerk  whose  entry  serves  as  a  duplicate 
record.  The  galley  is  an  up-to-date  mailing  index  by  addresses, 
while  the  card  index  is  an  index  by  name.  A  plate  is  then  made 
with  the  complete  information  for  the  mailing  machine.  The 
original  subscription  may  now  be  filed  in  its  numerical  order, 
having  already  received  its  serial  number.  Still  another  set  of 
cards  may  be  made  and  arranged  in  the  order  of  expiration  dates, 
so  that  expiring  subscriptions  on  any  day  may  be  easily  "killed." 
The  papers  may  be  machine-wrapped  and  addressed  at  the  rate 
of  10,000  an  hour. 

The  sales  mentioned  up  to  this  point  are  practically  all  cash 
sales.  Probably  the  largest  item  of  sales  is  what  might  be  termed 
sales  to  wholesale  dealers  or  to  agents  and  carriers.  These  are,  as 
a  rule,  not  cash  sales  and  so  necessitate  the  carrying  of  separate 
agents'  and  carriers'  ledgers  or  sales  ledgers,  which,  like  the  adver- 
tising ledgers,  will  represent  another  accounts  receivable. 

There  are  many  books  which  may  be  kept  to  record  circulation. 
First  comes  the  sales  order  book,  which  shows  the  daily  require- 
ments or  orders  of  each  distributor.  These  orders  are  entered  as 
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soon  as  received,  and,  as  actual  deliveries  are  made,  they  are 
checked  against  the  orders.  The  sales  daybook  is  the  book  of 
original  entry,  charging  the  various  distributors  or  agents  with 
the  day's  deliveries  of  papers,  which,  of  course,  must  agree  with 
the  sales  order  book.  The  sales  returns  book  is  a  separate  book 
of  original  entry  crediting  the  various  distributors  with  daily 
returns.  It  may  be  combined  with  the  sales  daybook.  The  last 
two  mentioned  books  are  posted  to  the  sales  ledgers  or  agents' 
and  carriers'  ledgers,  mentioned  above.  In  these  ledgers,  each 
distributor  has  his  individual  account  in  which  he  is  charged  with 
the  number  of  papers  delivered  to  him  and  credited  with  his 
returns  and  his  cash  payments. 

The  cash  sales  book  is  used  in  the  cases,  mentioned  above,  of 
newsboys  and  individual  cash  subscriptions.  Detailed  entries  are 
made  in  this  book,  but  only  periodical  totals  are  transferred  to  the 
general  cash  book,  as  explained  later,  and  to  the  general  ledger 
circulation  account  or  subscription  account.  A  back-numbers 
sales  book  may  be  kept  by  -very  large  newspapers,  but  this  item 
of  sales  is  generally  so  small  that  it  may  be  combined  with  the 
cash  sales  book. 

The  subscription  order  book  records  individual  subscriptions 
and  their  period  of  duration.  A  subscription  ledger  may  be  kept, 
as  a  summary  of  the  subscription  order  book,  showing  cash 
receipts  from  subscriptions.  However,  since  practically  all 
individual  subscriptions  are  prepaid,  the  latter  book  may  be 
unnecessary.  Long-time  subscriptions  to  newspapers  are  so  few 
that  it  is  not  necessary,  in  most  cases,  to  set  up  an  unearned 
subscriptions  account  as  a  liability  on  the  balance-sheet. 

A  sundries  daybook  and  a  sundries  ledger  may  be  kept  to 
record  such  sales  as  those  of  waste  paper,  but  unless  these  items 
are  unusually  large,  they  may  be  entered  in  the  sales  daybook  and 
sales  ledger,  in  a  special  column  for  that  purpose,  or  if  for  cash, 
in  the  cash  sales  book.  Thus  these  two  special  books  may  be 
eliminated.  They  would  perform  one  real  function,  however, 
in  that  they  would  furnish  a  check  on  waste  sold. 

If  desired,  a  distribution  register  may  be  kept  which  would  be 
merely  a  statistical  record  accounting  for  all  paper  used  by  cash 
sales,  charge  sales,  returns  or  waste.  It  may  also  be  desi-ed  to 
keep  a  stock  register  of  back  numbers  on  hand,  which  would  be 
credited  with  sales  of  back  numbers  as  such  or  as  waste  paper. 
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Although  the  books  relating  to  sales  may  seem  complicated, 
it  will  be  seen  that  they  may  be  boiled  down. to  five,  if  desired: 
the  sales  order  book,  the  sales  daybook,  the  sales  ledger,  the  cash 
sales  book,  the  subscription  order  book — and  possibly  a  sixth, 
the  subscription  ledger. 

The  chief  factor  determining  what  rate  a  publisher  can  get 
for  his  advertising  is  the  circulation  of  his  paper.  This  leads  to 
the  temptation  on  the  part  of  the  publisher  to  boost  his  circulation 
figures.  Some  small,  dishonest  papers  have  a  large,  free,  mailing 
list,  which  they  include  in  their  circulation  figures.  Some  of  these 
do  not  even  go  to  the  trouble  of  mailing  copies  to  persons  whose 
names  appear  on  this  list.  One  publisher  reporting  a  circulation 
of  2,000,  upon  being  checked  was  found  to  have  a  real  circulation 
of  700.* 

All  papers  are  required  by  law  to  submit  periodical  sworn 
statements  as  to  their  net  paid  circulation,  which  must  be  pub- 
lished in  their  own  paper. 

The  next  large  group  of  accounts  has  to  do  with  purchases 
and  expenses.  Here  again,  there  is  the  possibility  of  a  separation 
of  the  purchase  records  so  as  to  show  contributions  of  copy  for 
the  paper  as  separate  from  the  regular  purchases,  using  a  con- 
tributors5 register  and  a  contributors'  ledger.  The  register  will 
show  a  daily  record  of  copy  actually  printed  in  the  paper  itself. 
This  will  be  posted  to  the  ledger  on  the  credit  side,  which  will 
also  show  the  total  amount  of  copy  purchased  from  each  indi- 
vidual. When  the  bill  is  paid,  the  contributor's  individual  account 
will  be  charged.  Any  debit  balance  over  and  above  the  amount  of 
copy  printed  will  then  represent  the  copy  purchased  but  unprinted, 
which  will  be  a  direct  loss  to  the  company. 

Probably  the  more  common  and  more  desirable  way  to  handle 
contributions  is  with  all  other  purchases,  using  a  contributors' 
column  in  the  invoice  book,  instead  of  having  a  separate  con- 
tributors' register. 

The  most  approved  method  of  handling  purchases  is  the 
voucher  system.  In  the  newspaper  business  this  takes  about  the 
same  form  as  in  any  other  business.  The  vouchers  are  consecu- 
tively numbered  and  contain  a  complete  explanation  of  the  items 
being  paid,  the  cheque  paying  them  and  the  detailed  expense  dis- 
tribution or  accounts  to  be  charged.  The  endorsement  of  the 
cheque  then  serves  as  a  receipt  for  these  items. 

*See  The  Fourth  Estate  of  October  30,   1920. 
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The  details  for  making  these  vouchers  are  taken  directly  from 
the  invoices  and  at  the  time  when  they  are  entered  in  the  invoice 
book,  together  with  the  voucher  number.  The  invoice  book 
contains  distribution  columns  and  a  general  column.  The  invoice 
ledger  or  purchase  ledger  or  creditors'  ledger  contains  the  indi- 
vidual creditors'  accounts  in  the  usual  form,  and  the  balance  of 
its  controlling  account  in  the  general  ledger  or  the  private  ledger 
represents  the  liability,  accounts  payable. 

In  addition  to  these  two  purchase  and  expense  books,  there 
may  be  a  paper  book,  which  contains  accounts  with  captions  of 
the  various  grades  of  paper  used,  charging  each  account  as  paper 
of  that  grade  is  purchased.  The  paper  recorded  by  weight  is  then 
translated  into  the  approximate  number  of  copies  it  will  produce, 
as  explained  later.  As  copies  are  printed,  they  are  credited  to  the 
account  of  the  grade  of  paper  used.  The  balance  shows  the  book 
inventory  of  paper  on  hand.  Any  discrepancy  between  that  and 
the  actual  inventory  represents  loss  by  waste  or  theft. 

The  following  is  a  chart  of  some  of  the  more  common 
expenses  of  a  newspaper  which  should  or  should  not  vary  with 
increased  business:* 

Items  which  may  go  up  to  care  for  increased  business : 

Composition 

White  paper 

Press  room  (extra  hours) 

Delivery 

Advertising  department  (extra  cuts  and  illustrations) 

Dead  Line 

Items  which  should  not  be  allowed  to  increase  with  increased 
business : 

Editorial  Rent 

Advertising  payroll  Light 

Business  department  Power 

Controllable  items  which  may  be  cut  off  or  pared  down : 

Circulation  contests 
Circulation  canvasses 
Special  editorial  "stunts" 
Special  advertising  effort 
Any  temporary  expense 

•Chart  taken  from  Newspaper  Building  by  Jason  Rogers,  chapter  XI. 
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We  may  be  inclined  to  disagree  with  the  author  of  this  chart 
when  he  includes  light  and  power  in  it  as  items  which  should  not 
be  allowed  to  increase  with  increased  business.  It  would  seem 
that  increased  business  means  a  larger  paper,  taking  more  power 
to  produce  it,  and  longer  hours  or  extra  shifts,  consuming  more 
light. 

One  large  expense  of  any  newspaper,  one  in  which  there  has 
been  much  conflict  between  newspapers  and  the  government,  is 
postage.  We  are  therefore  justified  in  going  into  some  detail  on 
this  point. 

Newspapers  have  always  fought  against  high  postage  rates 
for  so  universally  conceded  a  benefit  as  a  newspaper.  Every  day 
the  newspapers  are  required  to  send  to  the  post  office  marked 
copies  of  their  papers,  on  which  every  inch  of  paid  advertising 
is  indicated,  showing  a  summary  of  the  proportion  of  the  paper 
represented  by  news  and  by  advertising.  (News,  as  used  here, 
includes  any  matter  for  the  publication  of  which  the  paper  is 
not  paid.) 

This  is  where  the  first  clash  between  newspaper  publishers  and 
post  office  occurs.  Some  publishers  assert  that  the  division  should 
be  made  on  the  basis  of  the  relation  between  the  number  of  square 
inches  of  advertising  to  the  area  of  the  paper.  The  post  office, 
on  the  other  hand,  asserts  that  the  true  division  of  news  and 
advertising  is  on  the  basis  of  the  relation  between  the  number  of 
square  inches  of  one  to  the  number  of  square  inches  of  the  other. 
For  example,  if  a  paper  has  six  columns — three  of  news,  and 
three  of  advertising — the  charge,  according  to  the  post  office,  is 
one-half  for  news  and  one-half  for  advertising.  But  if  the  actual 
space  occupied  by  the  three  columns  of  advertising  is  50  square 
inches,  as  compared  with  the  total  area  of  the  paper  (margins 
included)  of  125  square  inches,  the  publishers  contend  that  the 
division  should  be  made  on  the  basis  of  50 : 125,  or  two-fifths 
advertising  and  three-fifths  news. 

The  decision  of  W.  J.  Barrows,  acting  third  assistant  post- 
master general,  confirms  the  former  method  as  the  correct  one  to 
use,  but  indications  seem  to  point  to  a  continuance  of  the  fight  by 
publishers.  If  their  method  is  finally  recognized,  it  will  mean  to 
the  publishers  throughout  the  country  a  saving  of  several  hundred 
thousand  dollars  yearly. 

Take  Philadelphia  for  illustration.  The  district  around  Phila- 
delphia is  divided  into  zones,  somewhat  after  the  manner  of  the 
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parcel-post  zones.  The  postage  rates  for  advertising  material 
vary  according  to  the  zones,  as  follows : 

Zones  Price  per  pound 

1&2 1^4  cents 

3 accents 

4 4      cents 

5 4^4  cents 

6 5^  cents 

7 7      cents 

8 .8      cents 

On  the  other  hand,  the  postage  rate  for  news  is  a  flat  rate  of 
1J/2  cents  per  pound  without  reference  to  zones.  This  wide 
difference  in  rates  makes  it  apparent  why  the  publishers  are 
contesting  the  post-office  ruling. 

Publishers  must  also  make  a  periodical  report  to  the  post 
office  (every  few  months)  as  to  the  percentage  of  the  total  number 
of  papers  mailed  going  to  each  zone.  This  report  is  taken 
directly  from  the  galley  or  mailing  list  of  subscribers  and  is  used 
as  the  basis  of  daily  bills  for  postage  until  the  next  report  is 
made. 

These  daily  bills  show  the  total  weight  of  papers  mailed  each 
day,  the  division  between  news  and  advertising  (from  the  marked 
copy)  and  the  further  division  of  the  advertising  among  the 
various  zones.  Each  group  is  then  multiplied  by  its  proper  rate, 
and  the  bill  is  totaled. 

Another  conflict  between  publishers  and  post  office  is  in  regard 
to  what  is  considered  advertising.  The  post-office  department 
holds  that  anything  in  the  news  or  editorial  columns  which  could 
be  construed  as  being  for  the  benefit  of  makers  or  sellers  of  any 
article  named  in  the  columns  is  advertising  and  must  be  paid  for 
at  advertising  rates. 

The  next  accounts  to  be  considered  are  those  relating  to  cash. 
Books  having  to  do  with  cash  are  susceptible  of  minute  subdi- 
vision, or  they  may  comprise  only  the  general  cashbook  and  the 
petty  cash  book.  Other  books  which  may  be  used  as  described 
are  the  cash  received  book,  which  is  charged  with  cash  as  received, 
and  credited  with  bank  deposits  made — in  that  case  the  general 
cashbook  will  be  charged  with  such  bank  deposits;  the  salaries 
and  wages  book,  containing  the  detailed  payroll;  and  the  postage 
book,  with  special  columns  for  letters,  circulars,  invoices  and 
statements,  copies,  etc. 
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The  general  cashbook  in  the  ordinary  form  is  illustrated  here- 
with. The  system  using  this  form  of  cashbook  would  of  course 
not  include  a  cash  receive/!  book.  On  both  sides  of  the  book  will 
be  found  columns  for  five  ledgers — purchase  ledger,  advertising 
ledger,  agents'  and  carriers'  ledger,  syndicate  ledger  and  private 
ledger.  These  columns  are  posted  in  total  only  to  the  controlling 
accounts  of  the  various  ledgers,  in  the  general  ledger  or  the 
private  ledger,  as  explained  before.  The  private  ledger  is  an 
exception,  not  having  a  controlling  account,  and  these  items,  which 
will  be  comparatively  few,  will  be  posted  to  the  individual  private 
ledger  accounts. 

The  individual  postings  to  the  subsidiary  ledgers  will  be  made 
from  subsidiary  cash  books,  one  to  each  ledger,  containing  the 
details,  from  which  only  daily  or  other  periodical  summaries  are 
transferred  to  the  general  cashbook.  Each  subsidiary  ledger  is 
assigned  a  column  on  each  side  of  the  general  cashbook  to  allow 
for  both  ordinary  entries  and  reverse  entries  caused  by  refunds, 
etc.,  which  are  considerable  enough  in  the  newspaper  business  to 
warrant  this  extra  space.  It  is  to  be  noted  that  these  columns 
are  not  all-inclusive,  and  any  other  columns  may  be  added  for 
other  subsidiary  ledgers  if  necessary. 

All  the  other  columns,  represent  general  ledger  income  and 
expense  accounts  of  various  departments,  as  distinguished  from 
the  column  just  discussed,  which  represent  assets  and  liabilities. 
They  may  also  be  expanded  to  any  number  of  columns  to  suit  the 
peculiarities  of  the  publication.  For  instance,  another  income 
column  might  be  income  from  the  sale  of  specialties  for  adver- 
tising purposes,  such  as  the  sale  of  women's  dress  patterns  by  one 
large  city  newspaper.  Another  expense  column  might  be  allow- 
ances, representing  advances  to  reporters  and  advertising  solicitors 
on  their  salaries  for  their  current  expenses,  to  be  refunded  later 
to  them  upon  proper  presentation  of  itemized  bills. 

The  private  accounts  are  included  usually  in  one  book,  the 
private  ledger.  It  includes  capital  stock,  goodwill  and  franchise, 
profit-and-loss,  reserves  for  depreciation,  fixed  asset  and  liability 
accounts,  and  it  may  contain  the  controlling  accounts  of  the  sub- 
sidiary ledgers.  It  may  also  contain  a  summary  of  the  general 
ledger  under  some  such  caption  as  "trading  account,"  in  which 
case  the  subsidiary  ledger  controlling  accounts  would  have  to  be 
closed  into  it  also,  if  not  included  already  in  the  general  ledger. 
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There  is  one  subsidiary  ledger  which  may  appear  in  the 
accounting  system  of  a  large  newspaper  and  was  mentioned  in 
discussing  the  general  cashbook,  that  is,  the  syndicate  ledger. 
This  also  is  one  of  the  sales  ledgers,  its  aggregate  balances  repre- 
senting an  asset,  accounts  receivable.  The  word  syndicate  as 
used  here  means  the  selling  by  the  publisher  of  stories  and  features 
to  papers  in  other  cities.  It  is  to  be  distinguished  from  the  more 
common  use  of  the  word  syndicate,  meaning  a  company  organized 
for  the  distribution  of  special  features,  and  from  which  the  paper 
may  purchase  stories,  etc. 

The  balance-sheet  may  be  considered  among  the  private  books 
or  accounts,  and  will  be  drawn  up  in  the  usual  form.  Such 
reserve  as  "unearned  subscriptions"  usually  are  unnecessary 
unless  there  is  a  large  number  of  long-time  subscriptions.  This 
reserve  is  more  usual  in  the  publishing  of  monthly  or  weekly 
magazines  where  long-time  subscriptions  are  the  rule. 

It  will  be  noticed  that  in  the  foregoing  division  of  the  accounts 
of  a  newspaper,  there  can  be  no  sharp  dividing  line  between  the 
various  classes  of  books.  They  are  all  inter-related,  and  it  is  often 
difficult  to  determine  into  what  class  to  put  a  certain  book  or 
record.  Not  only  are  they  inter-related  but  they  offer  a  check 
upon  each  other  in  many  instances.  The  cash  accounts,  especially, 
are  directly  related  to  almost  every  other  class  of  accounts.  The 
various  records  and  indexes  made  of  subscriptions  received  act 
as  checks  upon  each  other.  The  stock  register  and  distribution 
register  should  agree  as  to  paper  used,  wasted  and  on  hand.  The 
advertising  daybook  and  the  advertising  order  book  should  also 
agree  as  to  contracts  for  advertising  and  their  present  status. 

In  auditing  the  accounts  of  a  newspaper,  there  are  several 
special  points  to  be  borne  in  mind,  peculiar  to  the  business.  Old 
issues  of  the  paper  still  on  hand  should  be  given  value  in  the 
inventory  as  waste  paper  only.  The  number  of  them  likely  to 
be  sold  at  full  price  as  back  numbers  will  be  inconsiderable. 
Stereotypes,  even  though  not  immediately  scrapped,  should  be 
valued  as  scrap  metal  only. 

Advertisements  in  several  issues  of  the  paper  each  month 
should  be  compared  with  charges  on  the  books,  and  the  contracts 
should  be  consulted  to  determine  the  correctness  of  the  rates 
charged.  Circulation  income  involves  such  detailed  records  that 
about  the  only  way  it  can  be  verified  is  by  comparing  gross  cir- 
culation income  with  the  approximate  amount  that  the  number  of 
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copies  printed  should  have  yielded,  allowing  for  waste  and  returns. 
The  number  of  copies  sent  by  mail  can  be  verified  by  dividing 
the  weight  reported  by  the  post  office  by  the  weight  per  copy, 
including  wrappers. 

The  two  remaining  books  to  be  discussed  are  the  general 
journal  and  the  general  ledger.  A  copy  of  the  general  journal 
is  here  shown  in  its  usual  form.  The  columns  headed  "ledgers" 
are  posted  to  the  controlling  accounts  of  the  designated  ledgers, 
in  the  same  manner  as  that  in  which  the  postings  are  made  from 
the  general  cashbook.  The  postings  to  the  subsidiary  ledgers 
themselves  are  made  from  subsidiary  records,  of  which  the 
general  journal  entries  are  summaries.  The  other  columns,  which 
are  by  no  means  limited  to  those  shown  in  the  illustration,  are 
general  ledger  accounts. 

The  general  ledger  may  or  may  not  contain  the  controlling 
accounts  of  the  subsidiary  ledgers,  as  previously  mentioned.  It 
will,  however,  contain  detailed  income  and  expense  accounts. 
Thus,  if  the  controlling  accounts  are  carried  in  the  private  ledger, 
the  general  type  of  accounts  appearing  in  the  general  ledger  will 
be  about  as  follows : 

Income:  advertising,  circulation  (agents  and  newsboys),  sub- 
scriptions, interest  and  discount,  syndicate  account  (daily  and 
Sunday  news  and  features  sold  to  other  papers)  and  miscella- 
neous (including  income  from  contests,  etc.,  involving  receipts  of 
subscriptions  or  income  from  the  sale  of  specialties). 

Expenses :  general  expense,  general  news,  local  news,  editorial, 
art,  advertising  department,  publication  department,  business 
department,  circulation  department,  mailing  department,  delivery 
department,  transportation  department,  composing  department, 
engraving  department,  press  department,  stereotype  department, 
Sunday  edition  (subdivided  into  black  and  white  and  color),  paper, 
ink,  new  machinery  (small  machines  not  carried  as  assets),  gov- 
ernment tax,  legal  expenses,  rent,  publicity  (expenses  of  contests 
and  campaigns),  insurance  (workmen's  compensation),  bad 
debts,  etc. 

"With  the  ever-increasing  costs,  any  printer  to-day  who  is  not 
working  along  cost-finding  lines  is  bound  eventually  to  go  into  the 
discard."*  All  time  must  be  accurately  recorded  against  the  job 
and  all  disbursements,  including  payroll  and  direct  expenses,  must 
be  charged  to  departments.  A.  F.  DuBois  suggests  distribution 

•Quotation  from  A.  F.  DuBois,  president  of  the  DuBois  Press,  Rochester,  New 
York. 
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of  overhead  expenses  in  proportion  to  the  total  direct  expenses 
of  each  department.  Keep  machines  going — "an  hour  lost  on  the 
printing  press  is  like  water  gone  over  the  dam — it  will  never  come 
back/'  he  says. 

**In  the  press  room,  the  net  weight  of  a  roll  of  white  paper 
as  put  on  the  press  should  be  recorded.  Waste  paper  should  be 
weighed  periodically,  say  once  a  week.  The  difference  between 
the  figures,  after  deducting  the  weight  of  the  core,  should  be  the 
weight  of  paper  actually  passed  through  the  press.  To  reduce 
this  weight  to  the  number  of  papers  it  represents,  the  following 
formula  may  be  used:  Multiply  the  number  of  square  inches  in 
a  four-page  sheet  by  the  stock-weight  of  paper  (usually  32,  but 
it  may  be  30  or  34),  divide  the  result  by  864  (the  number  of 
square  inches  in  a  standard  four-page  sheet)  and  the  result  is  the 
number  of  pounds  which  five  hundred  copies  of  the  paper  should 
weigh.  Thus,  if  there  is  a  standard  sheet,  the  result  will  be  simply 
the  stock  weight  of  the  paper,  or  32  pounds,  to  five  hundred 
copies.  Or  if  the  paper  is  24  x  32,  the  problem  will  work  out 
thus : 

24  x  32  is  768  x  32  is  24,576  divided  by  864  is  28.44  Ibs.  per 
500  copies.  If  printing  an  eight-page  paper,  the  weight  per  500 
copies  will  be  twice  28.44  Ibs. ;  for  a  twelve-page  paper  it  will  be 
three  times  28.44  Ibs. ;  etc.  If  1,200  Ibs.  of  paper  are  run  through 
the  press,  printing  eight-page  papers  similar  to  the  above,  the 
computation  to  determine  the  number  of  papers  which  should  be 
turned  out  is: 

4-page  paper,  28.44  Ibs.  x  2  is  56.88  Ibs.  for  8-page  paper. 

1,200  Ibs.  x  500  is  600,000  divided  by  56.88  is  10,549  papers. 

If  the  average  for  the  month  is  a  ten-page  paper  using  on  the 
average  of  1,000  Ibs.  of  white  paper  a  day,  the  average  daily 
press  run  will  be  7,032  papers,  computed  thus: 

4-page  paper,  28.44  Ibs.  x  2J/2  is  71.1  Ibs.  for  10-page  paper. 

1,000  Ibs.  x  500  is  500,000  divided  by  71.1  is  7,032  papers. 

These  calculations  are  all  based  on  white  paper.  Allowance 
must  be  made  for  .75  to  1.5  Ibs.  of  ink  consumed  to  every  1,000 
four-page  papers,  so  that  the  figure  28.44  used  above  would  have 
to  be  slightly  raised,  depending  upon  the  exact  figures  for  ink 
consumption. 

There  seems  to  be  a  dearth  of  cost  systems  in  newspaper 
operation.  One  publisher  explained  it  by  the  fact  that  the  price 

**Formu1a  and  computations  from  The  Fourth  Estate,  issue  of  September  4,  1920. 
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of  a  publication  is  not  in  the  least  determined  by  its  cost.  Rather, 
it  is  fixed  at  a  point  where  greatest  circulation  can  be  obtained, 
often  being  set  at  a  point  too  low  to  cover  cost  of  gathering  news. 
However,  it  would  seem  that  some  cost  system  could  be  devised 
for  such  departments  as  the  composing  room  or  the  press  room, 
if  for  no  other  purpose  than  for  comparison  of  periods  and 
elimination  of  waste. 

In  the  composing  room,  for  instance,  a  record  could  be  kept 
of  weight  of  metal  sent  to  the  matrix  department  and  weight  of 
metal  returned  by  that  department.  Any  great  difference  in  these 
calculations  would  show  a  leak,  due  to  theft  or  some  other  cause, 
and  the  elimination  of  this  would  be  the  first  step  toward  reducing 
expenses  in  the  composing  room.  Furthermore,  a  record  of 
machinery  overhead  and  payroll  for  the  department  could  be  kept 
and,  using  the  page  or  the  sheet  as  a  unit,  the  composing  room 
cost  per  page  could  be  calculated  and  compared  week  with  week 
or  month  with  month.  Some  incentive  could  be  offered  linotype 
operators,  such  as  a  bonus  for  more  complete  utilization  of  time, 
thus  reducing  machine  overhead ;  or  speed  contests  could  be  held. 
Rewards  should  include  accuracy  as  well  as  speed  and  output. 

Constructive  work  in  the  reduction  of  costs  should  not  be 
limited  to  linotype  operators,  by  any  means,  but  they  have  been 
taken  as  an  illustration  because  they  represent  most  of  the  machine 
overhead  of  the  department.  As  a  matter  of  fact,  standardization 
of  the  work  of  each  employee  of  the  department  and  a  complete 
individual  record  for  each  man,  showing  what  he  accomplishes 
in  relation  to  the  standard  set  for  him,  would  probably  more  than 
pay  for  itself  in  reduction  of  costs. 

In  the  actual  departments  of  operation  of  a  newspaper,  the 
most  noticeable  waste  which  should  be  eliminated  if  possible  is 
the  excessive  heat  in  the  composing,  stereotyping,  and  press  rooms. 
In  the  stereotyping  room,  for  example,  of  one  newspaper,  the 
huge  tank  of  molten  metal,  used  to  run  into  the  forms  in  making 
stereotypes,  stood  continually  exposed  to  the  air  in  the  rocwi.  The 
resulting  high  temperature  meant  not  only  loss  of  heat  units,  but 
also  very  oppressive  conditions  under  which  to  work,  which 
certainly  must  have  meant  lower  efficiency  and  poorer  health  of 
the  workmen  than  would  have  been  the  case  under  more  agreeable 
conditions. 

In  the  computation  of  income  tax  for  newspapers,  the  first 
item  of  interest  is  invested  capital.  This  includes  both  issued 
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capital  stock  and  surplus.  From  the  sum  of  these  must  be 
deducted  any  inadmissible  assets.  It  may  so  happen  that  con- 
siderable minor  equipment  has  been  purchased  in  times  past  and 
charged  off  as  an  expense.  By  going  back  and  picking  up  these 
items  and  by  setting  them  up  on  the  books  as  assets  again,  it  may 
be  possible  considerably  to  increase  the  total  of  admissible  assets. 
Goodwill  and  other  intangible  assets  must  not  exceed  25  per  cent, 
of  the  capital  stock  outstanding  nor  must  they  exceed  the  actual 
cost  price  to  the  company,  either  in  cash  or  in  shares  of  stock. 
Mailing  lists  and  subscription  lists  are  considered  as  intangible 
property. 

Eight  per  centum  of  the  total  invested  capital  is  allowable  as 
a  fair  profit,  before  excess-profits  taxes  are  computed. 

One  newspaper  with  a  capital  and  surplus  of  $60,000  has  an 
invested  capital  of  $260,000,  due  to  the  fact  that  the  stockholders 
have  lent  to  the  company  $200,000  without  interest,  which  will 
never  be  paid  back  to  them.  Bonds  are  not  invested  capital. 
Preferred  stock  is  invested  capital,  although  it  may  be  secured 
in  exactly  the  same  way  as  bonds  by  a  first  mortgage. 

Debts  honestly  believed  to  be  bad,  and  debts  actually  written 
off  the  books  during  the  current  year  are  deductible  from  taxable 
net  income.  If  later  collected,  they  will  be  included  in  some  future 
year's  tax  return. 

Net  income  is  gross  income  less  those  expenses  of  operation 
which  are  allowable  deductions.  First,  let  us  consider  what  gross 
income  includes.  In  the  newspaper  business,  it  is  usually  com- 
posed of  the  following:  (1)  advertising  income,  including  dis- 
play, foreign  and  classified;  (2)  circulation  income;  (3)  job- 
printing  income  and  (4)  miscellaneous  income. 

Display  and  foreign  advertising  income  includes  all  such 
advertising  sold  for  the  year,  whether  the  accounts  have  been 
collected  or  not.  The  figures  should  be  gross — that  is,  rebates 
should  not  be  deducted. 

Classified  advertising  shows  a  high  percentage  of  uncollectible 
accounts,  and  for  that  reason  the  policy  of  the  company  should 
be  to  consider  cash  collections  as  the  revenue  from  this  source. 
This  is  made  necessary  because  a  reserve  for  bad  debts  may  not 
be  set  up  as  a  deduction  from  gross  income.  The  books  must 
reflect  this  policy  in  order  to  make  the  deduction  allowable  on 
the  tax  return. 
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The  same  argument  holds  good  for  circulation  income  as  for 
classified  advertising  income,  with  the  same  warning — that  the 
policy  of  considering  cash  collections  as  the  gross  income  from 
this  source  must  actually  be  reflected  on  the  books. 

Miscellaneous  income  would  include  interest  received,  sales 
of  scrap  paper  and  any  small  outside  income,  such  as  income 
from  specialties  sold  by  the  paper.  Interest  received  must  be 
gross,  and  not  a  balance  after  deducting  interest  paid  from 
interest  received. 

The  general  rule  for  deductible  expenses  is  that  one  may 
deduct  from  gross  income  all  ordinary  and  necessary  expenses 
paid  or  incurred  during  the  taxable  year  in  carrying  on  the 
business,  including  a  reasonable  allowance  for  salaries  of  officers. 
This  latter  item,  a  "reasonable  salary,"  is  very  difficult  to 
determine. 

Interest  may  be  deducted  as  an  expense  unless  the  borrowed 
money  was  used  to  purchase  securities  on  which  the  dividends 
are  exempt  from  taxation.  Local  and  state  taxes  are  deductible 
from  gross  income,  but  federal  income  and  excess-profits  taxes 
are  not  deductible. 

A  reasonable  deduction  for  wear  and  tear  and  obsolescence 
on  machinery  and  equipment  is  allowable.  Opinions  as  to  what 
is  reasonable  may  vary  widely.  If  depreciation  was  not  deducted 
prior  to  1917,  the  government  may  make  such  deduction  from 
the  computation  of  invested  capital. 

Life  insurance  premiums  paid  by  the  company  on  lives  of  its 
officers  are  not  deductible. 
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BY  EDMUND  M.  MEYER 

There  is  no  uniform  method  employed  in  the  lumber  industry 
for  recording  "sales  freight"  and  "milling-in-transit  freight." 
Both  of  these  items  are  of  considerable  importance  and  should 
receive  careful  attention  and  consideration  in  the  accounts  and 
balance-sheet. 

MILLING- IN-TRANSIT  FREIGHT 

Many  classes  of  industry  enjoy  ''transit"  privileges  from  the 
railroads.  These  privileges  permit  the  shipper  to  mill,  clean  or 
perform  some  work  on  the  rough  product  while  en  route  to  final 
destination  of  the  finished  product.  Freight  on  the  finished 
product  is  based  upon  the  through  rate  from  source  of  origin  of 
rough  product  to  destination  of  finished  product ;  plus  an  arbitrary 
charge  for  the  "stop-over"  privilege. 

Transit  privileges  are  granted  on  lumber,  grain,  minerals, 
cotton,  petroleum,  sugar,  cotton-seed  products  and  a  number  of 
other  commodities.  This  discussion  of  milling-in-transit  freight 
will  be  restricted  to  the  lumber  industry.  The  same  principles 
apply  to  all  industries  enjoying  transit  privileges. 

In  order  to  simplify  this  discussion,  let  us  assume  the  follow- 
ing three  points  on  a  railroad : 

A     Source  of  origin  of  logs. 

B     Sawmill. 

C    Destination  of  lumber. 

At  the  time  the  company  ships  its  logs  from  A  to  B  for  milling 
into  lumber,  it  is  required  to  pay  the  regular  published  tariff  rates 
on  the  logs.  When  the  lumber  is  shipped  from  B  to  C  the  through 
freight  on  the  lumber  from  A  to  C  is  paid,  plus  in  most  instances 
an  arbitrary  charge  for  the  stop-over  at  the  mill.  The  shipper 
receives  credit  or  refund  for  the  proportionate  part  of  the  freight 
paid  from  A  to  B.  As  the  weight  of  the  logs  exceeds  the  weight 
of  the  lumber  produced,  the  shipper  receives  credit  only  for  the 
tonnage  of  lumber  shipped  at  the  rate  paid  on  the  logs  from 
A  to  B. 

Different  roads  have  different  methods  of  handling  the  billing 
of  freight  on  the  shipment  of  the  lumber ;  but  the  principle  is  the 
same,  i.  e.,  the  company  pays  freight  on  the  shipment  of  lumber 
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only  from  A  to  C,  plus  in  most  cases  a  stop-over  charge  of 
approximately  $5.00  a  car. 

Assume  that  a  car  of  logs  weighing  50,000  pounds  was  shipped 
from  A  to  B  and  the  rate  20  cents  per  hundred  pounds;  total 
freight  $100.00.  The  company  has  to  allow  for  shrinkage  in 
weight  due  to  sawing  and  drying  and  is  only  able  to  apply,  say, 
45,000  pounds  of  the  transit  freight  against  the  shipment  of 
lumber.  Let  the  rate  from  A  to  C  on  lumber  be  45  cents.  The 
amount  of  freight  paid  by  the  company  would  be: 

On  logs $100.00 

On  lumber : 

45,000  Ibs.  at  45  cents $202.50 

Less  transit  credit: 

45,000  Ibs.  at  20  cents 90.00       112.50 

Total    $212.50 

The  shipper  is  required  to  present  the  in-bound-freight  bill  to 
the  railroad  in  order  to  receive  credit  for  the  amount  paid  on  the 
logs.  If  the  entire  weight  shown  on  the  freight  bill  is  not  used, 
the  shipper  receives  a  credit  slip,  which  can  be  applied  to  future 
shipments.  Some  railroads  give  credit  for  the  in-bound  freight 
on  the  out-bound-freight  bill,  others  require  that  claims  for 
refund  be  filed. 

Now  the  question  arises  as  to  how  milling-in-transit  freight 
should  be  handled  in  the  accounts.  The  usual  practice  is  to  charge 
milling-in-transit  freight  and  credit  cash  or  accounts  payable 
when  the  freight  is  paid  on  the  logs.  When  a  refund  is  received 
from  the  railroad,  cash  is  charged  and  milling-in-transit  freight 
is  credited.  If  credit  is  received  on  a  freight  bill  for  lumber 
shipped,  milling-in-transit  freight  is  credited  and  freight  is 
debited.  The  total  debit  balance  of  freight  account  is  applied  as 
a  deduction  from  sales.  In  neither  of  these  methods  is  the  cost  of 
production  charged  with  any  freight  for  transporting  the  logs 
from  the  camp  A  to  the  sawmill  B. 

It  is  a  well  established  accounting  principle  that  in-bound 
freight  is  part  of  the  cost  of  production.  Roy  B.  Kester  very 
neatly  expresses  this  point  in  his  Accounting  Theory  and 
Practice,  vol.  II,  p.  230 : 

*  *  *  All  costs,  therefore,  up  to  the  point  where  the  goods 
are  ready  to  create  income  are  proper  charges  against  stock  in  trade. 
Customary  costs  of  this  kind  are  freight,  drayage  *  *  * 
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If  teams,  flumes,  chutes,  river  floating  or  lake  towage  were 
used  as  a  means  of  transporting  the  logs,  no  one  would  deny  the 
propriety  of  including  the  transportation  charges  as  part  of  the 
cost  of  manufacturing  the  lumber.  If  this  is  true,  why  should 
the  status  of  the  transportation  charge  be  changed  when  the  logs 
are  shipped  over  the  railroad? 

The  proper  method  of  recording  the  amount  of  freight  paid 
would  be  to  charge  in-bound  freight  (part  of  the  cost  of  pro- 
duction) with  the  amount  of  freight  paid  for  transporting  the 
logs  to  the  mill;  and  the  net  amount  of  the  freight  paid  on  the 
lumber  shipped  to  sales  freight.  This  can  more  readily  be  under- 
stood by  showing  the  journal  entries  necessary  to  record  the 
example  previously  given. 

When  the  logs  are  shipped  to  the  sawmill,  the  required  entries 
for  recording  the  freight  paid  are : 

(Dr)   Milling-in-transit  freight  . .     $100.00  X 

(Cr)  Cash    $100.00 

(Dr)   In-bound  freight $100.00  Y 

(Cr)  Deferred  freight  credits  $100.00  Z 

X     An  asset 

Y     Part  of  production  cost 

Z      Deferred  credit  to  future  operations 

If  the  company  receives  a  refund  for  the  proportionate  part 
of  the  freight  paid  on  the  logs  at  the  time  the  lumber  is  shipped, 
the  following  entries  are  required: 

(Dr)   Sales  freight  $202.50 

(Cr)  Cash    $202.50 

To  record  the  amount  of  freight  paid  on  the  lumber  shipped. 

(Dr)  Cash   $  90.00 

(Cr)   Milling-in-transit  freight  $  90.00 

To  record  refund. 

(Dr)  Deferred  freight  credits $100.00 

(Cr)   Milling-in-transit  freight  $  10.00 

Sales  freight 90.00 

To  adjust  the  above  accounts. 

If  the  company  received  credit  for  milling-in-transit  freight 
on  the  freight  bills  of  lumber  shipments,  the  last  two  journal 
entries  shown  above  would  not  be  required,  but  the  following 
one  would. 
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(Dr)   Deferred  freight  credits $100.00 

(Cr)  Milling-in-transit  freight  $100.00 

To  adjust  transit  credits  used. 

The  company   would   have   paid   only   $112.50    freight   on   the 
lumber,  instead  of  $202.50,  where  claims  for  refund  must  be  filed. 

Milling-in-transit  freight  may  be  considered  an  asset,  because 
it  is  subject  to  refund  or  to  being  applied  as  a  deduction  against 
future  liabilities.  Deferred  freight  credits  is  a  deferred  credit  to 
future  operations,  for  it  acts  as  a  reduction  of  the  amount  of  sales 
freight,  to  be  paid  when  the  lumber  is  shipped. 

Unless  a  reserve  is  provided  in  amount  equal  to  the  milling-in- 
transit  freight,  future  operations  will  unjustly  be  charged  with 
the  in-bound  freight  on  logs,  when  the  lumber  is  sold  locally.  In 
case  the  amount  of  milling-in-transit  freight  is  large  and  differs 
in  amount  at  the  close  of  each  year,  a  true  statement  of  income 
cannot  be  obtained;  and  the  amount  of  income  taxes  paid  will  be 
either  excessive  or  insufficient. 

The  argument  may  be  presented  that  milling-in-transit  freight 
is  an  asset  and  should  so  be  shown  in  the  books  without  setting 
up  a  reserve  of  an  equal  amount.  It  may  or  may  not  be  an  asset — 
at  best  it  is  only  a  contingent  asset,  for  if  the  lumber  is  sold  locally 
or  f .  o.  b.  mill  no  refund  will  be  received. 

SALES  FREIGHT 

The  majority  of  lumber  sold  by  a  manufacturer  is  invoiced 
freight  allowed  or  f.  o.  b.  destination.  This  freight  represents  a 
large  portion  of  the  total  invoice  price  and  requires  special 
attention  and  expression  in  the  accounts. 

When  the  invoice  is  rendered  freight  allowed,  the  amount  of 
freight  is  estimated  by  the  seller  and  should  be  shown  on  the 
invoice.  The  purchaser,  however,  deducts  the  actual  amount  of 
freight  paid.  There  will  often  be  differences  between  the  amount 
of  estimated  freight  shown  on  the  invoice  and  the  amount  deducted 
by  the  purchaser,  due  to  errors  or  shrinkage  in  the  weight.  The 
method  of  handling  these  adjustments  will  be  taken  up  later. 

When  lumber  is  sold  f .  o.  b.  destination,  the  amount  of  freight 
is  paid  by  the  seller,  and  the  purchaser  pays  the  total  amount  of 
the  invoice  without  deducting  freight. 

After  an  invoice  is  prepared,  it  is  entered  in  a  sales  journal 
or  register  (form  1);  and  the  total  amounts  of  the  invoice, 
estimated  freight  and  lumber  sales  are  entered  in  the  appropriate 
columns. 
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At  the  end  of  the  month  the  following  entry  is  made : 

(Dr)  Accounts  receivable  $5,120.52 

(Cr)  Estimated  freight  . .  $2,076.71 

Lumber  sales   3,043.81 

When  the  seller  receives  the  freight  bill  from  the  purchaser 
it  is  entered  in  the  freight  journal  (form  2),  which  acts  as  the 
posting  medium  for  crediting  the  customer's  account.  The  amount 
of  estimated  freight  as  shown  in  the  sales  journal  is  entered  in 
the  estimated  freight  column,  and  any  adjustments  are  entered 
in  the  adjustment  column.  At  the  end  of  the  month,  the  following 
entry  is  made : 

(Dr)  Estimated  freight   $1,295.67 

Freight  adjustments 11.42 

(Cr)  Accounts  receivable  $1,287.09 

The  actual  freight  is  entered  in  the  sales  journal  opposite  each 
individual  car.  The  total  of  the  open  items  of  estimated  freight 
must  equal  the  balance  in  the  estimated  freight  account  in  the 
general  ledger. 

In  offices  that  have  an  experienced  traffic  clerk,  who  estimates 
the  freight  from  the  tariffs  published  by  the  railroads,  the  amount 
of  freight  adjustments  during  the  year  would  be  comparatively 
small. 

There  will  always  be  a  number  of  freight  bills  outstanding  at 
the  end  of  the  accounting  year.  It  is  true  that  any  adjustments 
between  these  freight  bills  and  the  amount  of  estimated  freight 
affect  the  net  income  of  the  previous  year.  However,  they  will  be 
comparatively  small  in  amount  and  the  usual  practice  is  to  include 
them  with  the  adjustments  for  the  year  in  which  the  freight  bills 
are  received. 

There  seems  to  be  considerable  difference  of  opinion  as  to  how 
the  balance  of  estimated  freight  should  be  shown  in  the  balance- 
sheet.  Many  accountants  show  the  accounts  receivable  gross  and 
the  estimated  freight  as  a  liability.  This  method  is  wrong.  To 
whom  does  the  company  owe  the  freight?  No  one.  Neither  will 
the  company  receive  the  total  amount  charged  to  accounts 
receivable.  The  proper  method  of  showing  the  estimated  freight 
in  the  balance-sheet  is : 

Accounts  receivable  xxxxx 

Less  estimated  freight xxxxx     xxxxx 
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A.   P.    RICHARDSON,  Editor 


EDITORIAL 


Interpretation  of  Laws  Affecting 
Professional  Practice 

From  the  day  when  there  were  two  states  having  certified 
public  accountant  laws  to  the  present  day  when  all  the  states  of 
the  union  have  such  laws  there  has  been  a  wide  difference  of 
opinion  as  to  the  interpretation  of  the  restrictive  clauses  of  such 
laws.  Some  authorities  have  held  that  a  certified  public  account- 
ant of  one  state  was  not  entitled  to  describe  himself  as  a  certified 
public  accountant  in  another  state  even  though  appending  to  his 
title  the  name  of  the  state  of  origin.  Other  authorities  believe 
that  when  a  man  is  a  certified  public  accountant  under  a  duly 
enacted  law  he  is  entitled  to  describe  himself  as  such  irrespective 
of  the  place  of  his  work  or  residence. 

There  is  a  great  variety  in  the  phraseology  of  the  restrictive 
clauses  of  certified  public  accountant  laws.  Some  laws  go  so  far 
as  to  say  that  a  man  shall  not  describe  himself  as  a  certified  public 
accountant  or  by  any  other  words  or  letters  such  as  "chartered 
accountant,"  "C.  A.,"  etc.,  unless  he  is  a  duly  certified  public 
accountant  of  the  state  concerned.  The  purpose  of  some  of  the 
laws  seems  to  be  to  prohibit  a  man  from  appending  to  his  name 
any  kind  of  professional  qualification  whatsoever. 

Most  laws  set  forth  clearly  the  fact  that  nothing  in  the  law 
shall  prohibit  a  man  from  practising  the  profession  of  accountancy. 
One  state  in  the  union,  namely,  Oklahoma,  has  a  law  by 
which  the  practice  of  accountancy  is  restricted  to  certified  public 
accountants  of  the  state,  but  there  is  some  doubt  as  to  the  effect- 
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iveness  of  such  a  restriction,  and  so  far  as  we  know  it  has  not  been 
enforced.  In  every  other  state  the  practice  of  accountancy  is 
open  to  anyone  who  cares  to  undertake  it,  whether  he  be  proficient 
or  not.  But  the  moment  he  attempts  to  describe  himself  as  having 
received  a  degree  or  certificate  of  any  kind  from  any  part  of  the 
world  he  is,  by  some  authorities,  considered  to  be  guilty  of 
breaking  the  law. 

Some  years  ago  in  New  York  a  test  case  was  made  of  three 
different  classes  of  alleged  offences.  A  corporation,  a  partnership 
and  an  individual  were  accused  of  having  described  themselves  as 
certified  public  accountants  without  authority.  The  case  involved 
the  right  of  an  accountant  certified  in  another  state  to  practise 
as  a  certified  public  accountant  in  New  York.  The  case  was  tried 
before  the  chief  magistrate  of  the  city  of  New  York,  and  accord- 
ing to  his  decision  all  the  defendants  were  adjudged  guilty  of  a 
breach  of  the  C.  P.  A.  law  of  the  state  of  New  York.  The  decision 
was  not  appealed. 

Following  these  cases  a  practice  has  grown  up  among  the 
profession  by  which  it  seems  to  be  tacitly  permitted  that  a  man 
may  describe  himself  as  a  certified  public  accountant  of  any  state 
in  the  union  provided  he  sets  forth  with  his  qualifying  initials 
the  name  of  the  state  from  which  the  certificate  emanates.  In 
some  states,  however,  there  seems  to  be  an  increasing  tendency 
to  prohibit  accountants  from  practising  as  certified  public 
accountants  or  even  chartered  accountants  unless  they  have 
received  from  the  examining  board  of  the  state  concerned  a  cer- 
tificate entitling  them  so  to  practise. 

In  the  interest  of  professional  advancement  and  solidarity  it 
is  highly  important  that  there  should  be  a  definite  opinion  given 
by  some  court  of  competent  jurisdiction  as  to  the  force  and  effect 
of  the  restrictive  clauses  in  certified  public  accountant  legislation. 
Until  such  an  opinion  shall  have  been  rendered  there  will  always 
be  disputes  and  misunderstandings.  Perhaps  the  best  way  out 
of  the  difficulty  would  be  to  set  in  motion  friendly  litigation 
between  a  state  board  and  an  accountant  supposed  to  be  guilty  of 
a  breach  of  the  law  under  the  clause  restricting  practice  to  cer- 
tified public  accountants  of  that  state.  Whatever  judgment  might 
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be  rendered  the  case  should  then  be  appealed  from  court  to  court 
until  the  highest  court  in  the  land  had  expressed  its  final  decision. 
As  the  matter  stands  at  present  there  are  two  classes  of  thought 
in  the  accountancy  profession,  and  each  professes  to  support  its 
views  with  competent  legal  opinion. 


Semi-annual  Examinations 

The  examinations  of  the  American  Institute  of  Accountants 
conducted  on  the  15th  and  16th  days  of  November  draw  atten- 
tion once  more  to  the  remarkable  spread  of  the  standardization 
of  accounting  examinations  during  the  past  four  years.  At  the 
present  time  thirty-eight  states  have  signified  their  intention  to 
cooperate  with  the  Institute  in  the  conduct  of  examinations,  and 
the  result,  of  course,  is  an  approach  to  standardization  which 
could  not  have  been  accomplished  by  any  other  agency. 

It  will  probably  be  remembered  that  there  was  formerly  an 
organization  of  certified  public  accountant  examiners  which 
attempted  in  a  half-hearted  way  to  bring  about  something  ap- 
proaching uniformity  of  standards.  The  effort  failed  dismally, 
however,  and  it  was  only  when  the  Institute  offered  its  examina- 
tions to  state  boards  throughout  the  country  that  the  first  real 
results  were  obtained. 


District  C.  P.  A.  Bill 

In  the  November  issue  of  THE  JOURNAL  OF  ACCOUNTANCY 
attention  was  drawn  to  a  bill  introduced  in  the  senate  by  Senator 
Capper  providing  for  the  creation  of  a  C.  P.  A.  board  in  the 
District  of  Columbia. 

A  typographical  error  crept  into  the  printing  of  that  comment. 
The  bill  is  No.  2531,  not  2351  as  formerly  stated. 

The  importance  of  supporting  this  bill  is  again  brought  to  the 
attention  of  accountants  and  persons  interested  in  accounting 
throughout  the  country.  It  is  quite  likely  that  effort  will  be  made 
by  persons  opposed  to  proper  C.  P.  A.  legislation  to  prevent  the 
bill  from  emerging  from  committee.  Therefore,  it  is  the  duty  of 
every  reputable  accountant  to  do  his  utmost  to  ensure  enactment 
at  the  earliest  possible  time. 
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Perils  of  Foreign  Competition 

The  following  letter  has  been  received  by  a  member  of  the 
Institute,  who  brings  it  to  our  attention.  If  anyone  has  under- 
rated the  terrors  of  German  rivalry  let  him  read  the  following 
copy  of  a  mercantile  effort  of  Berlin.  The  copy  is  exact : 

Berlin. 

Dear  Sir, 

We  are  in  possession  of  monopoly  sale  for  some  sensationel  news, 
"articles  of  millions"  in  the  properest  sense  of  word,  which  are  everywhere 
in  want  and  promise  great  profit  by  extendet  organisation.  We  beg  to  get 
information  in  the  application. 

For  financing  our  first-classed  undertaking  and  for  transformation  in  a 
joint-stock-company  or  society  with  confined  bail  we  seek  capitalists  who 
will  interest  themselves  for  our  prospectful  undertaking  silent  or  active. 
A  risk  hereby  is  perfectly  exceptet;  because  we  would  deliver  you  if  you 
wish  first-classed  counting-house  machines  or  other  articles.  If  you  would 
interest  yourself  active  for  our  undertaking  we  would  overtake  you  the 
monopoly  sale  for  the  one  or  the  other  articles  of  that  country  beneath 
certain  conditions. 

Because  the  sale  of  some  of  the  occused  articles,  for  example  of  the 
sun-ether-beam-apparatus,  lies  also  in  interest  of  people's  health  you  would 
show  yourself  as  a  benefactor  of  humanity,  if  you  would  give  us  possibility 
of  a  possibly  large  diffusion  of  this  beneficent  apparatus. 

We  join  a  list  of  the  by  us  chiefly  sold  articles. 

Already  now  especial  orders  lie  on  hand  from  all  parts  of  the  world, 
which  we  can't  execute  in  part  in  fault  of  capital. 

The  highness  of  the  participation  we  leave  you.  If  you  whish  to  overtake 
the  monopoly  sale  of  the  one  or  the  other  article  we  beg  for  your  direct 
decision,  because  there  are  several  persons  interested  therefore. 

We  pray  to  draw  bank-assignments   and  checks  on  the  name  of  the 

manager  of  our  business ,  bank-account  Deutsche  Bank, 

Depositenkasse  — ,  Berlin  W.  9. 

We  expect  your  declined  decision  and  remain,  dear  Sir, 

faithfully  yours, 


If  you  wish  we  serve  with  first  rate  informations.    Please  turn ! 


453 


Income-tax  Department 

EDITED  BY  STEPHEN  G.  RUSK 

At  the  time  of  writing  these  lines  the  revenue  act  of  1921  is  rapidly 
nearing  completion  and  our  attention  undoubtedly  will  be  centered  upon  it 
to  the  exclusion  of  rulings  with  reference  to  the  former  tax  laws.  How- 
ever, it  is  quite  essential  to  keep  one's  self  informed  upon  these  older 
laws,  as  for  several  years  to  come  their  provisions  will  be  the  subject  of 
much  and  painstaking  consideration. 

This  month's  quota  of  treasury  decisions,  because  they  treat  of  subjects 
that  are  quite  thoroughly  understood,  do  not  appear  to  have  the  general 
interest  that  former  decisions  have  had,  but  there  is  one,  No.  3240,  defining 
the  rules  for  reopening  cases  before  the  department  of  internal  revenue, 
that  should  be  given  more  than  a  cursory  reading.  These  rules  will 
undoubtedly  act  as  a  deterrent  to  those  whose  differences  with  the  depart- 
ment of  internal  revenue  are  based  on  vague  contentions  and  they  will 
also  be  of  value  to  those  who  have  had  claims  denied  because  all  the  facts 
have  not  been  presented. 

We  are  presenting  this  month  a  recommendation  of  committee  on 
appeals  and  review,  which  while  quite  voluminous  treats  of  a  matter  upon 
which  counsel  is  often  sought  by  taxpayers.  This  opinion  quite  definitely 
defines  what  conditions  must  be  present  if  a  taxpayer  can  be  considered 
an  "officer  or  employee  of  a  state  or  a  political  subdivision  thereof."  This 
question  presents  itself  with  considerable  frequency  to  those  who  set  out 
to  give  others  advice  and  assistance  in  federal  income-tax  matters.  It 
has  been  difficult,  at  least  for  the  writer,  to  convince  some  who  had 
rendered  services  for  a  state,  county,  city  or  township,  that  their  particular 
services  did  not  constitute  them  an  employee  of  such  political  subdivision 
under  the  true  intent  of  the  provisions  exempting  from  taxation  compen- 
sation from  such  employment.  Henceforth  this  question  will  be  easily 
solved  as  long  as  this  opinion  and  recommendation  are  not  successfully 
attacked. 

(T.  D.  3225— September  6,  1921.) 
Estate  tax — Revenue  act  of  1916 — Decision  of  court. 

1.  GROSS  ESTATE — JOINT  PROPERTY. 

Property  in  which  decedent  was  interested  jointly  with  any  other  person, 
and  all  of  which  was  originally  his,  must  be  included  as  a  part  of  the 
gross  estate  under  section  202,  subdivision  (c),  revenue  act  of  1916,  pro- 
viding that  the  value  of  the  gross  estate  of  decedent  shall  be  determined 
by  including  the  value  at  the  time  of  his  death  of  all  property  to  the  extent 
of  the  interest  therein  "held  jointly  *  *  *  by  the  decedent  and  any 
other  person  *  *  *  except  such  part  thereof  as  may  be  shown  to  have 
originally  belonged  to  such  other  person  and  never  to  have  belonged  to 
decedent" ;  the  word  "originally"  in  the  statute  refers  to  the  time  the 
joint  interest  was  created,  and  the  words  "never  to  have  belonged  to  the 
decedent"  mean  at  any  time  before  the  creation  of  the  joint  estate. 

2.  CONSTITUTIONALITY  OF  ACT— EXCISE  TAX. 

The  act  takes  effect  upon  the  death  of  decedent;  it  does  not  become 
retroactive  because  it  measures  the  tax  payable  by  the  estate  in  part  by 
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property  which  decedent  has  given  away  in  his  lifetime;  it  is  an  excise  tax 
on  the  privilege  of  disposing  of  property  by  will  or  intestacy,  and  is  not 
a  direct  tax  on  property  within  the  meaning  of  article  I,  section  9,  clause  4 
of  the  constitution. 

The  appended  decision  of  the  United  States  circuit  court  of  appeals 
for  the  second  circuit,  in  the  case  of  Richard  J.  McElligott,  former  col- 
lector, v.  Cornelia  B.  Kissam  and  John  C.  Knox,  is  published  for  the 
information  of  internal  revenue  officers  and  others  concerned. 

UNITED  STATES  CIRCUIT  COURT  OF  APPEALS  FOR  THE  SECOND  CIRCUIT. 

Richard  J.  McElligott,  as  late  acting  collector  of  internal  revenue  for  the 
third  district  of  New  York,  plaintiff  in  error,  defendant  below  v.  Cornelia 
B.  Kissam  and  John  C.  Knox,  as  executrix  and  executor  of  the  last  will 
and  testament  of  Jonas  B.  Kissam,  deceased,  and  said  Cornelia  B.  Kissam, 
individually  and  as  sole  beneficiary  under  said  last  will  and  testament, 
defendants  in  error,  plaintiffs  below. 

Before  HENRY  GALBRAITH  WARD,  HENRY  WADE  ROGERS  and  MARTIN  T. 
MANTON,  Circuit  Judges. 

WARD,  Circuit  Judge :  July  15,  1912,  Jonas  B.  Kissam  assigned  10  certain 
bonds   and   mortgages   of    individuals   and   certain   bonds   of   corporations 
owned  by  him  to  John  C.  Knox,  and  subsequently  Knox  assigned  them  to 
Jonas  B.  Kissam  and  his  wife  Cornelia.    In  the  instruments  of  assignment 
Knox  as  party  of  the  first  part  assigned  the  bonds  and  mortgages — 
to  the  party  of  the  second  part,  their  survivor,  such  survivors,  executors, 
administrators  and  assigns 
and  to  hold — 

to  the  party  of  the  second  part,  the  survivor  of  them  and  to  the  successors, 
personal  representatives  and  assigns  of  the  said  party  of  the  second  part 
forever ; 

and  it  was  further  stated  that — 

It  is  the  intention  of  this  assignment  that  the  survivor  of  the  said  Jonas  B. 
Kissam  and  Cornelia  B.  Kissam  shall  become  the  absolute  owner  of  said 
bond  and  mortgage  and  that  neither  the  said  Jonas  B.  Kissam  nor  the 
said  Cornelia  B.  Kissam  shall  have  power  to  affect  the  right  of  the  survivor 
thereto. 

The  instrument  of  assignment  of  the  corporate  bonds  contained  the 
same  provisions. 

All  parties  concede  that  the  ownership  was  at  least  joint  and  that  it 
could  have  been  severed  and  turned  into  a  tenancy  in  common  by  either 
party  notwithstanding  the  reservation  that  neither  party  could  affect  the 
right  of  the  survivor. 

June  2,  1917,  Kissam  died,  leaving  all  his  estate  to  his  wife  Cornelia, 
she  and  John  C.  Knox  being  executors  of  the  will. 

The  act  of  September  8,  1916,  known  as  the  estate-tax  law,  as  amended 
by  the  act  of  March  3,  1917,  provides : 

SEC.  201.  That  a  tax  (hereinafter  in  this  title  referred  to  as  the  tax) 
equal  to  the  following  percentages  of  the  value  of  the  ^net  estate,  to  be 
determined  as  provided  in  section  two  hundred  and  three,  is  hereby  imposed 
upon  the  transfer  of  the  net  estate  of  every  decedent  dying  after  the 
passage  of  this  act,  whether  a  resident  or  nonresident  of  the  United  States : 

One  'per  centum  of  the  amount  of  each  net  estate  not  in  excess  of 
$50,000;  *  *  * 

SEC.  202.  That  the  value  of  the  gross  estate  of  the  decedent  shall  be 
determined  by  including  the  value  at  the  time  of  his  death  of  all  property, 
real  or  personal,  tangible  or  intangible,  wherever  situated: 

(a)  To  the  extent  of  the  interest  therein  of  the  decedent  at  the  time 
of  his  death  which  after  his  death  is  subject  to  the  payment  of  the  charges 
against  his  estate  and  the  expenses  of  its  administration  and  is  subject  to 
distribution  as  part  of  his  estate. 
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(b)  To  the  extent  of  any  interest  therein  of  which  the  decedent  has  at 
any  time  made  a  transfer,  or  with  respect  to  which  he  has  created  a  trust, 
in  contemplation  of  or  intended  to  take  effect  in  possession  or  enjoyment 
at  or  after  his  death,  except  in  case  of  a  bona  fide  sale  for  a  fair  consid- 
eration in  money  or  money's  worth,    *    *     *. 

(c)  To  the  extent  of  the  interest  therein  held  jointly  or  as  tenants  in  the 
entirety  by  the  decedent  and  any  other  person,  or  deposited  in  banks  or 
other  institutions  in  their  joint  names  and  payable  to  either  or  the  survivor, 
except  such  part  thereof  as  may  be  shozvn  to  have  originally  belonged 
to  such  other  person  and  never  to  have  belonged  to  the  decedent,    *    *    *. 

SEC.  203.  That  for  the  purpose  of  the  tax  the  value  of  the  net  estate 
shall  be  determined — 

(a)  In  the  case  of  a  resident,  by  deducting  from  the  value  of  the  gross 
estate — 

(1)  Such  amounts  for  funeral  expenses,  administration  expenses,  claims 
against  the  estate,  unpaid  mortgages,  losses  incurred  during  the  settlement 
of  the  estate  arising  from  fires,  storms,  shipwreck,  or  other  casualty,  and 
from  theft,  when  such  losses  are  not  compensated  for  by  insurance  or 
otherwise,  support  during  the  settlement  of  the  estate  of  those  dependent 
upon  the  decedent,  and  such  other  charges  against  the  estate,  as  are  allowed 
by  the  laws  of  the  jurisdiction,  whether  within  or  without  the  United  States, 
under  which  the  estate  is  being  administered;  and 

(a)  An  exemption  of  $50,000,    *    *    * 

The  executors  included  in  their  return  to  the  commissioner  of  internal 
revenue  one-half  of  said  joint  property  in  the  decedent's  gross  estate  as 
being  his  property  and  paid  the  transfer  tax  on  the  net  estate  so  ascer- 
tained, but  the  commissioner  reviewed  their  return  and  included  the  whole 
of  the  joint  property  in  the  gross  estate  and  assessed  the  net  estate  returned 
in  this  way. 

The  executors  paid  the  additional  tax  under  protest  and  after  unsuc- 
cessfully seeking  to  obtain  a  refund  brought  this  action,  the  complaint 
containing  four  causes  of  action,  of  which  the  first  involved  the  considera- 
tions above  mentioned.  They  claimed  that  the  assessment  was  void  as  to 
the  half  of  the  joint  property  which  vested  in  Cornelia  before  the  passage 
of  the  act  of  September  8,  1916,  as  amended,  and  also  that  the  act  itself 
was  unconstitutional  as  a  direct  tax  upon  property  without  apportionment 
among  the  several  states  as  required  by  article  I,  section  9,  subdivision  4, 
of  the  constitution. 

The  executors  moved  for  judgment  on  the  first  cause  of  action,  which 
motion  the  district  court  granted  and  the  collector  has  sued  out  this  writ 
of  error. 

We  point  out  in  the  first  place  that  the  practice  pursued  was  wholly 
erroneous.  What  has  become  of  the  three  causes  of  action  as  to  which 
there  was  no  answer  or  demurrer?  Judgment  should  have  been  entered 
in  favor  of  the  executors  on  the  merits  of  the  first  cause  of  action,  and 
by  default  upon  the  second,  third  and  fourth  causes  of  action.  Actions  at 
law  can  not  be  brought  up  in  the  federal  courts  by  writ  of  error  piece- 
meal;  the  whole  controversy  must  be  settled  in  one  final  judgment.  As  the 
judgment  will  be  reversed,  the  whole  controversy  can  be  disposed  of  upon 
a  new  trial. 

The  joint  property  mentioned  in  section  202,  subdivision  c,  is  included 
as  a  measure  of  the  tax  payable  by  the  estate  for  the  decedent's  privilege 
of  disposing  of  his  property  by  will  or  intestacy.  It  is  an  excise  tax  and 
not  a  direct  tax  upon  property — New  York  Trust  Co.  v.  Eisner  (263  Fed., 
620)  ;  Prentiss  v.  Eisner  (260  Fed.,  589;  267  Fed.,  16).  The  language  of 
the  subdivision  plainly  applies  to  property  in  which  the  decedent  was 
interested  jointly  with  any  other  person,  and  all  of  which  was  originally 
his;  i.  e.,  any  part  of  the  property  which  originally  belonged  to  such  other 
person  and  never  at  any  time  belonged  to  the  decedents  is  not  to  be 
included.  The  expression  "originally"  refers  not  to  the  time  of  death, 

456 


income-tax  Department 


but  to  the  time  the  joint  interest  was  created.  So  the  words  "never  to 
have  belonged  to  the  decedent"  mean  at  any  time  before  the  creation  of 
the  joint  estate.  The  act  takes  effect  upon  the  death;  it  does  not  become 
retroactive  because  it  measures  a  transfer  tax  payable  by  the  estate  in 
part  by  property  which  the  decedent  has  given  away  in  his  lifetime.  This 
seems  to  us  perfectly  fair,  and  an  answer  to  the  constitutional  objection. 
Judgment  reversed. 

(T.  D.  3232— September  28—1921.) 
Income  taxes— Act  of  October  3,  1913— Decision  of  court. 

1.  DIVIDENDS — INCOME — ASSETS  SOLD  FOR  STOCK  IN  NEW  CORPORATION. 
Where  an  oil  company  owning  pipe  line  and  oil  properties  caused  the 

organization  of  a  pipe-line  company  to  which  it  contracted  to  convey  its 
pipe-line  property,  in  consideration  of  which  the  pipe-line  company  promised 
to  distribute  its  stock  to  the  stockholders  of  the  oil  company  in  the  same 
proportion  as  their  existing  holdings,  the  pipe-line  property  representing 
a  surplus  above  the  par  value  of  the  oil  company's  stock,  the  shares  ot  the 
pipe-line  company  received  by  the  oil  company  stockholders  in  carrying  out 
the  contract  constituted  gross  income  for  the  year  in  which  the  shares 
were  issued. 

2.  SAME. 

Where  an  oil  company  owning  pipe  line  and  oil  properties  caused  the 
organization  of  a  pipe-line  company  to  which  it  made  a  contract  to  convey 
its  pipe-line  property,  in  consideration  of  which  the  pipe-line  company 
promised  to  transfer  its  stock  to  the  oil  company,  and  the  resolution  of 
the  oil  company  directors  which  accepted  the  contract  declared  as  a  divi- 
dend all  the  shares  to  be  received  from  the  pipe-line  company  and  directed 
them  to  be  distributed  among  its  stockholders  in  accordance  with  their 
existing  holdings,  and  the  pipe-line  property  represented  a  surplus  above 
the  par  value  of  the  oil  company  stock,  the  shares  of  the  pipe-line  com- 
pany received  in  carrying  out  the  contract  constituted  gross  income  of 
the  oil  company  stockholders  for  the  year  in  which  the  shares  were  issued. 

The  appended  decision  of  the  United  States  district  court  for  the 
southern  district  of  New  York,  rendered  August  3,  1921,  in  the  cases  of 
New  York  Trust  Co.  et  al.  v.  Edwards,  collector,  and  United  States  v. 
John  D.  Rockefeller,  is  published  for  the  information  of  internal  revenue 
officers  and  others  concerned. 

United  States  District  Court,  Southern  District  of  New  York. 

New  York  Trust  Co.  et  al.,  as  executors  of  William  L.  Harkness,  v.  William 

H.  Edwards,  collector,  and  United  States  v.  John  D.  Rockefeller. 

[Aug.  3,  1921.] 

These  cases  involve  the  legality  of  the  income  tax  levied  upon  the 
plaintiff  in  the  Harkness  case  and  the  defendant  in  the  Rockefeller  case. 
The  question  turns  on  the  effect  of  certain  corporate  actions  taken  by  the 
Prairie  Oil  &  Gas  Co.  and  the  Ohio  Oil  Co.  during  the  winter  of  1914-15. 

The  Prairie  Oil  &  Gas  Co.  was  the  owner  of  pipe-line  property  and 
oil  property  and,  for  reasons  not  here  relevant,  felt  itself  forced  to  separate 
these  two  into  separate  corporations.  In  pursuance  of  that  purpose  it  caused 
a  corporation  to  be  organized  known  as  the  Prairie  Pipe  Line  Co.  It 
then  made  a  contract  with  the  pipe-line  company  by  which  it  was  to  convey 
all  its  pipe-line  property  to  it,  in  consideration  of  which  the  pipe-line  com- 
pany promised  to  distribute  all  its  own  stock  to  the  stockholders  of  the 
oil  company  in  the  same  proportion  as  their  existing  holdings.  This  was 
carried  out,  and  the  shares  of  the  pipe-line  company  so  received  by  Harkness 
and  Rockefeller  were  taxed  as  part  of  their  income  for  the  year  in  which 
the  shares  were  issued. 

The  transaction  in  the  case  of  the  Ohio  Oil  Co.  was  similar  except 
that  the  agreement  between  it  and  the  Illinois  Pipe  Line  Co.,  which  it 
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organized,  required  the  shares  to  be  transferred  direct  to  the  oil  company. 
However,  the  resolution  of  the  directors  of  the  oil  company  which  accepted 
the  contract  declared  as  a  dividend  all  the  shares  to  be  received  from  the 
pipe-line  company  and  directed  them  to  be  distributed  among  its  stock- 
holders in  accordance  with  their  existing  holdings.  This  agreement  was 
carried  out  as  well,  and  the  shares  so  declared  were  also  taxed  as  income 
against  Harkness  and  Rockefeller  as  in  the  case  of  the  Prairie  Oil  & 
Gas  Co.  In  both  cases  the  pipe-line  properties  represented  a  surplus  above 
the  par  value  of  the  oil  companies'  stock;  the  conveyances  therefore  left 
the  oil  companies'  capital  unimpaired  and  required  no  reduction  in  their 
authorized  issues. 

LEARNED  HAND,  District  Judge :  Neither  the  Prairie  Gas  &  Oil  Co.  nor 
the  Ohio  Oil  Co.  for  any  moment  of  time  owned  the  pipe-line  shares  as 
free  assets.  This  is  very  clear  in  the  case  of  the  Prairie  Co.,  the  trans- 
action in  which — observing  now  the  most  scrupulous  formality — was  this : 
The  pipe-line  company  offered  to  buy  the  oil  company's  pipe-line  assets 
for  $27,000,000 — adjusted  to  actual  values — and  to  give  in  payment  its  own 
shares  to  be  directly  distributed  by  the  pipe-line  company  pro  rata  among 
the  oil  company's  stockholders.  This  offer  the  oil  company  accepted,  and 
the  contract  of  January  21,  1915,  bound  the  buyer  so  to  distribute  the  stock, 
which  it  did.  This  was  a  contract  made  for  the  sole  benefit  of  the  oil  com- 
pany's stockholders  and  could  probably  have  been  directly  enforced  by 
them  at  law — Hendrick  v.  Lindsay  (93  U.  S.  143)  ;  National  Bank  v.  Grand 
Lodge  (98  U.  S.  123,  124  [semble]).  Yet  it  was  the  only  contract  by 
which  the  oil  company  ever  got  any  conceivable  interest  in  the  pipe-line 
shares,  and  it  gave  that  company  no  such  interest.  It  had  given  away  its 
property  for  a  consideration  moving  directly  to  third  persons. 

In  the  case  of  the  Ohio  Co.,  formally  the  contract  bound  the  pipe-line 
company  to  deliver  its  shares  to  the  oil  company  and  they  thus  would 
have  become  free  assets,  if  there  had  been  nothing  more.  However,  in 
the  very  resolution  of  the  oil  company's  board  of  directors  by  which  the 
offer  of  the  pipe-line  company  was  accepted  the  board  declared  a  pro  rata 
distribution  of  the  pipe-line  shares  among  its  own  stockholders.  Thus  as 
the  moment  of  concluding  the  contract  by  which  alone  the  oil  company 
got  any  interest  in  the  shares,  the  property  so  acquired  was  declared  as  a 
dividend.  That  declaration  gave  the  stockholders  of  the  oil  company  an 
immediate  vested  right  to  the  dividend  so  declared — Staats  v.  Biograph  Co. 
(235  Fed.  454  [C.  C.  A.  2nd])  ;  Hopper  v.  Sage  (112  N.  Y.  530)  ;  Reynolds 
v.  Diamond  Mills  Paper  Co.  (69  N.  J.  Eq.  299,  300). 

Therefore,  I  think  that  Peabody  v.  Eisner  (247  U.  S.  347)  does  not 
apply.  I  agree  that  had  these  shares  been  once  free  treasury  assets  it 
would  be  impossible  to  distinguish  that  case;  the  dividend  would  have  been 
declared  in  specific  property.  But  since  the  shares  even  in  the  case  of  the 
Ohio  Co.  were  always  the  property  of  the  stockholders  the  transactions 
must  be  taken  as  a  whole,  and  the  case  determined  from  their  effect 
upon  the  rights  of  the  stockholders. 

A  dividend  may  be  income  to  the  stockholder  though  declared  put  of 
property  which  has  long  since  become  a  part  of  the  economic  capital  of 
the  corporation — Peabody  v.  Eisner,  supra;  Lynch  v.  Hornby  (247  U.  S. 
339).  True,  it  must  not  be  a  dividend  in  liquidation  (Lynch  v.  Turrish, 
247  U.  S.  221),  and  perhaps  it  must  on  that  account  be  from  a  corporate 
surplus,  since  otherwise  it  is  hard  to  avoid  regarding  it  as  in  liquidation. 
But  it  makes  no  difference  that  it  distributes  to  the  stockholder  property 
which  is  not  current  profit,  but  the  means  of  producing  current  profit.  He 
must  still  pay  an  income  tax  upon  it,  though  in  his  eyes  it  is  a  part  of 
his  capital.  Therefore,  in  the  cases  at  bar  the  only  question  is  of  the 
completeness  of  severance  of  the  property  declared,  i.  e.,  the  control  of  it 
acquired  by  the  stockholder  and  lost  by  the  corporation. 

In  Eisner  v.  Macomber  (252  U.  S.  189)  the  case  was  of  a  mere  stock 
dividend,  which  was  held  to  be  no  more  than  new  evidence  of  the  stock- 
holder's original  ownership.  Had  the  shares  been  without  par  value,  that 
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would  have  been  literally  the  case,  but  they  were  not.  The  stock  dividend 
did  change  the  relation  of  the  corporation  and  the  stockholder  to  the 
surplus,  by  permanently  impounding  it,  as  it  were,  in  the  business,  and 
giving  the  stockholder  a  right  to  insist  upon  it  as  an  investment,  should 
his  fellows  later  wish  to  realize  it  as  profit.  Yet,  though  he  thus  got, 
and  the  corporation  lost,  this  element  of  control  over  the  surplus  so 
declared,  it  was  not  regarded  as  a  severance  of  the  property.  So  far, 
therefore,  Eisner  v.  Macomber,  supra,  helps  the  taxpayers  here;  it  shows 
that  there  may  be  some  changes  in  the  relation  of  the  stockholders  to  the 
surplus  which  do  not  amount  to  the  severance  of  income. 

Nevertheless,  the  cases  at  bar  go  further  than  that  case  because  in  them 
the  surplus  was  transferred  to  a  new  corporation  altogether,  and  the  question 
is  whether  that  dictinction  changes  the  result.  The  taxpayers  insist  that 
if  one  looks  at  the  very  truth  of  the  matter,  disregarding  corporate  forms, 
this  is  no  difference  at  all.  Although  the  argument  is  plausible,  it  still 
seems  to  me  that,  even  when  viewed  with  the  completest  disregard  of 
forms,  the  pipe-line  properties  were  completely  severed  from  the  oil  com- 
panies and  that  the  resulting  shares  were  new  property  derived  from  the 
old  shares. 

A  corporation,  stripped  of  its  fictitious  personality,  is  an  association  of 
persons  mutually  agreed  upon  the  execution  of  more  or  less  definitely 
expressed  purposes,  publicly  registered  as  the  law  requires.  In  the  case 
of  industrial  corporations  the  personnel  of  the  membership  is  an  imma- 
terial matter ;  the  original  members  leave  as  they  please  and  their  substi- 
tutes enter  merely  by  purchase.  Even  the  number  of  members  changes 
from  time  to  time.  If  so,  it  is  the  common  purposes  and  their  execution 
alone  that  determine  the  corporation  and  whatever  substantially  changes 
these  changes  the  corporation  itself  and  the  rights  of  its  stockholders. 

The  result  of  the  conveyance  of  the  pipe-line  property  was  to  put  it 
under  the  control  of  an  association  committed  exclusively  to  its  operation 
as  a  separate  enterprise  from  that  of  the  oil  company.  Indeed,  this  sever- 
ance in  management  was  the  sole  motive  of  the  transaction,  unless  there 
were  a  surreptitious  agreement  between  the  two  groups  which  nullified  the 
dissolution,  which  is  not  suggested.  Accepting,  therefore,  the  taxpayers' 
argument  that  forms  should  be  disregarded,  the  question  is  whether  a 
group  mutually  agreeing  to  manage  the  pipe-line  property  independently 
of  the  oil  property  is  a  different  group  from  one  agreeing  to  manage  the 
pipe  line  and  the  oil  property  jointly.  If  the  association  does  not  depend 
upon  the  number  or  make-up  of  its  membership  but  upon  its  charter, 
there  can  be  no  question  that  the  difference  between  the  two  is  substantial, 
because  to  conduct  two  businesses  as  a  unity  has  practical  results  very 
different  from  conducting  them  in  complete  independence. 

For  illustration,  let  me  assume  that  the  pipe-line  property  had  been 
conveyed  in  specie  to  the  stockholders  as  coowners  and  that  they  had 
incorporated  for  convenience.  The  original  conveyance  to  them  would 
have  fallen  directly  within  Peabody  v.  Eisner,  supra,  and  Lynch  v.  Hornby, 
supra.  It  would  have  made  no  difference  that  they  had  later  incorporated. 
Yet  judged  by  results,  this  is  exactly  what  happened:  the  pipe  line  was 
broken  from  an  association  committed  to  its  joint  management  with  the 
oil  properties  and  consigned  to  an  association  which  must  manage  it  alone. 

Or  suppose  that  the  Prairie  Pipe  Line  Co.,  for  example,  had  been  a 
going  concern  with  property  of  its  own.  Upon  its  acquisition  of  the  pipe 
line  and  the  issue  of  its  new  shares  to  the  oil  company  stockholders  they 
would  have  an  interest  in  an  association  operating  two  properties.  These 
new  shares  would  certainly  be  income  in  their  hands  to  some  extent. 
Would  they  be  altogether  income  or  only  in  the  proportion  to  which  by 
taking  the  new  shares  they  gave  up  their  rights  in  the  old  pipe  line  and 
got  in  exchange  an  interest  in  the  original  property  of  the  Prairie  Pipe 
Line  Co.?  I  scarcely  think  that  anyone  would  urge  that  the  new  shares 
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were  not  altogether  income.  Yet,  if  so,  they  would  become  such  only 
because  the  pipe  line  was  being  conducted  in  a  new  joint  enterprise  by  the 
Prairie  Pipe  Line  Co.  Unquestionably  the  oil  company  stockholders  would 
to  some  extent  be  still  holding  their  old  pipe  lines  and  in  the  same  rela- 
tive proportions. 

Or  consider  again  the  analogy  of  many  of  the  dissolutions  under  the 
Sherman  act.  These  consisted  in  no  greater  separation  than  was  accom- 
plished here,  yet  it  was  thought  enough  to  serve  the  enterprise  and  create 
new  rights  in  the  new  corporations.  Nor  was  it  thought  to  be  an  answer 
that  the  stockholders  started  out  the  same.  Because  the  members  might 
join  or  leave  the  new  group  which  conducted  only  a  part  of  the  old  busi- 
ness, it  was  considered  that  the  old  group  was  effectively  broken  up. 

Disregarding,  therefore,  all  formalities,  it  appears  to  me  that  the  pipe- 
line properties  were  as  effectually  severed  from  the  old  corporations  as 
though  they  had  been  distributed  in  kind.  Indeed,  the  form  adopted  was 
the  only  practicable  way  in  which  they  could  be  so  distributed.  It  is  only 
when  one  fastens  one's  attention  upon  the  momentary  identity  of  the  two 
resulting  groups  that  there  can  be  any  question  of  the  result.  But,  as  I 
have  perhaps  too  often  said,  that  identity  is  nothing  unless  its  continuance 
is  insured  for  the  future  by  some  common  agreement  between  the  two. 
I  think  that  the  new  shares  were  income  under  the  law  and  that  the  tax 
was  legal. 

Southern  Pacific  Co.  v.  Lowe  (247  U.  S.  330)  is  not  to  the  contrary; 
there  the  assets  taken  over  had  always  been  in  the  actual  possession  and 
under  the  control  of  the  corporation.  All  the  shares  of  the  subsidiary 
were  owned  by  it  and  the  two  were  treated  as  merged.  Nothing  of  the 
sort  is  true  in  the  cases  at  bar.  In  Gulf  Oil  Co.  v.  Lewellyn  (248  U.  S.  71) 
it  is  indeed  true  that  the  property  of  the  subsidiaries  was  not  in  the  posses- 
sion of  the  parent  corporation,  but  it  owned  all  their  shares,  and  they 
were  all  "a  single  enterprise,"  controlled  by  it.  In  no  sense  did  the 
pipe-line  companies  and  the  oil  companies  here  remain  in  "a  single  enter- 
prise." They  might  in  fact  be  so  conducted  for  a  period,  but  if  so  it 
would  only  be  by  the  spontaneous  assent  of  two  independent  groups  of 
persons.  If  they  remained  in  fact  "a  single  enterprise,"  the  whole  plan 
was  a  mere  cover. 

Phellis  v.  United  States  (Court  of  Claims,  March,  1921)  was  a  case 
where  all  the  assets  were  sold  to  another  corporation,  which — omitting 
irrelevant  details — gave  its  own  shares,  two  for  one,  to  the  old  stockholders 
and  conveyed  its  debenture  shares  to  the  old  company  par  for  par.  The 
result  was  that  the  old  stockholders  had  their  old  shares  now  represented 
by  the  assets  of  the  old  corporation,  i.  e.,  the  debenture  shares  in  the 
new  corporation,  and  double  their  original  holdings  in  common  shares 
of  the  new  corporation.  Whatever  may  be  the  proper  answer  to  the  case, 
with  the  greatest  deference  I  can  not  follow  the  reasoning  of  the  learned 
judge,  now  urged  upon  me  as  authoritative.  That  reasoning  is  that  because 
as  that  of  the  old  shares  before,  there  can  have  been  no  income  to  the 
stockholder.  It  may,  of  course,  happen  that  in  the  case  of  the  distribution 
of  the  dividends  the  value  of  the  old  shares  does  not  fall  as  much  as  the 
value  of  the  dividend,  though  generally  the  correspondence  is  pretty  close. 
It  does  not  make  any  difference  for  taxing  purposes  whether  it  does  or 
not.  The  surplus  declared  as  dividend  may  or  may  not  be  represented  in 
the  value  of  the  shares,  but  even  though  it  be  fully  represented,  the  divi- 
dend becomes  income  as  soon  as  the  stockholder  gets  it.  On  his  books 
it  may  appear  as  a  capital  distribution,  depending  on  whether  he  carries 
his  investment  at  par.  That  is  not  to  the  point.  It  was  not  his  property 
before;  it  has  become  such  by  the  declaration  of  the  dividend. 

Demurrers  sustained;  judgment  absolute  on  the  demurrers,  dismissing 
Harkness's  complaint  and  awarding  recovery  against  Rockefeller  as  prayed. 
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(T.  D.  3235— October  6,  1921.) 

War-profits  and  excess-profits  tax. 

Articles  912  and  913,  Regulations  No.  45  (1920ed.),  amended. 

Articles  912  and  913,  Regulations  No.  45  (1920  ed.),  are  hereby  amended 
to  read  as  follows: 

ART.  912.  Determination  of  first  instalment  of  tax  in  special  cases. — In 
the  case  of  any  corporation,  other  than  a  foreign  corporation,  where  abso- 
lutely no  data  are  available  for  the  determination  of  invested  capital  for 
the  taxable  year,  the  instalments  of  the  tax  shall  in  the  first  instance  be 
determined  upon  the  basis  of  a  war-profits  and  excess-profits  tax  equal 
to  50  per  cent,  of  the  net  income,  except  that  for  1919  and  subsequent 
taxable  years,  in  the  case  of  any  corporation  other  than  a  foreign  corpora- 
tion, such  instalments  shall  be  determined  upon  the  basis  of  an  excess- 
profits  tax  equal  to  20  per  cent,  of  the  net  income  in  excess  of  $3,000,  but 
not  in  excess  of  $20,000,  plus  40  per  cent,  of  the  net  income  in  excess  of 
$20,000.  In  any  other  case  under  section  328  of  the  statute,  other  than  the 
case  of  a  foreign  corporation,  but  including  a  case  where  the  invested 
capital  for  the  taxable  year  can  not  be  accurately  determined,  but  where 
a  minimum  amount  of  invested  capital,  as  to  which  there  is  no  question, 
can  be  determined,  the  instalments  shall  in  the  first  instance  be  determined 
upon  the  basis  of  a  war-profits  and  excess-profits  tax  computed  by  using 
the  minimum  invested  capital,  the  tax  in  any  such  case  not  to  exceed  an 
amount  equal  to  50  per  cent,  of  the  net  income,  and  for  1919  and  subsequent 
taxable  years  not  to  exceed  20  per  cent,  of  the  net  income  in  excess  of 
$3,000,  but  not  in  excess  of  $20,000,  plus  40  per  cent,  of  the  net  income 
in  excess  of  $20,000. 

ART.  913.  Determination  of  first  instalment  of  tax  in  the  case  of  foreign 
corporation. — In  the  case  of  a  foreign  corporation  the  instalments  of  the 
tax  shall  in  the  first  instance  be  determined  upon  the  basis  of  a  war-profits 
and  excess-profits  tax  computed  by  using  its  invested  capital  for  the  tax- 
able year  1917,  such  tax  for  any  taxable  year  not  to  exceed  an  amount 
equal  to  50  per  cent,  of  the  net  income,  and  for  1919  and  subsequent  tax- 
able years  not  to  exceed  20  per  cent,  of  the  net  income  not  in  excess  of 
$20,000,  plus  40  per  cent,  of  the  net  income  in  excess  of  $20,000.  For  the 
purpose  of  this  article  the  invested  capital  for  1917  shall  be  adjusted  for 
any  subsequent  changes  in  its  amount  due  to  cash  or  property  paid  in  or 
withdrawn  or  to  surplus  or  undivided  profits  of  prior  years  retained  in  the 
business  and  property  attributable  to  its  business  within  the  United  States. 
If  the  tax  for  1917  was  determined  under  section  210  of  the  revenue  act 
of  1917,  the  constructive  capital  which  would  result  in  a  tax  equivalent  to 
the  tax  determined  under  that  section  shall  be  used.  In  tne  case  of  a 
foreign  corporation  which  was  organized  subsequent  to  the  taxable  year 
1917,  or  which  had  no  income  from  sources  within  the  United  States 
during  1917,  the  instalments  of  the  tax  shall  in  the  first  instance  be  deter- 
mined upon  the  basis  of  a  war-profits  and  excess-profits  tax  equal  to 
50  per  cent,  of  the  net  income,  except  that  for  1919  and  subsequent  tax- 
able years  such  instalments  shall  be  determined  upon  the  basis  of  an 
excess-profits  tax  equal  to  20  per  cent,  of  the  net  income  not  in  excess  of 
$20,000,  plus  40  per  cent,  of  the  net  income  in  excess  of  $20,000. 

(T.  D.  3238— October  22,  1921.) 

Income  tax. 

Article  1547,  Regulations  No.  45,  amended. 

There  shall  be  added  at  the  end  of  article  1547  of  Regulations  No.  45, 
as  amended  by  T.  D.  3206,  a  new  paragraph  to  read  as  follows : 

(4)  Where  the  stock  with  respect  to  which  a  stock  dividend  is  declared 
was  purchased  at  different  times  and  at  different  prices,  and  the  identity 
of  the  lots  can  or  can  not  be  determined,  but  the  dividend  stock  issued  with 
respect  to  such  stock  can  not  be  identified  as  having  been  issued  with  respect 
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to  any  particular  lot  of  such  stock,  then  any  sale  of  such  dividend  stock 
will  be  presumed  to  have  been  made  from  the  stock  issued  with  respect 
to  the  earliest  purchased  stock,  the  amount  of  the  stock  dividend  charge- 
able to  such  stock. 

(T.  D.  3240— October  31,  1921.) 
Reopening  of  cases. 

Where  any  case  in  the  bureau  of  internal  revenue  has  been  finally 
closed  after  the  taxpayer,  or  other  party  thereto,  has  had  a  hearing  or 
has  been  afforded  by  written  notice  an  opportunity  to  present  oral  or 
written  arguments  or  statements  of  fact  in  support  of  his  contentions,  the 
case  will  not  be  reopened  except  (1)  where  a  showing  is  made  of  new 
and  material  facts,  accompanied  by  an  explanation,  satisfactory  to  the 
commissioner  of  internal  revenue,  of  the  failure  to  produce  such  facts 
prior  to  the  closing  of  the  case,  or  (2)  where  the  case  is  materially 
affected  by  the  change  of  regulations  or  by  the  final  decision  of  another 
case  either  by  the  commissioner  of  internal  revenue  or  by  a  court  of  com- 
petent jurisdiction.  The  application  for  reopening  a  case  should  be  ad- 
dressed to  the  commissioner  of  internal  revenue,  should  state  succinctly 
the  facts  and  circumstances  upon  which  the  application  is  based,  and  must 
be  supported  by  the  affidavit  of  a  person  having  knowledge  of  the  facts. 

This  decision  is  not  to  be  construed  as  modifying  the  regulations  relating 
to  the  filing  of  claims  in  abatement  or  claims  for  refund,  nor  as  denying 
the  right  of  a  taxpayer  to  a  hearing  or  to  an  appeal  at  any  stage  of  his 
case  until  the  case  has  been  finally  closed.  After  the  taxpayer  has  ex- 
hausted his  remedies  within  the  bureau,  however,  and  the  case  has  been 
finally  closed,  it  will  be  reopened  only  under  the  conditions  stated  in  the 
decision. 

(T.  D.  3241— November  1,  1921.) 

Estate  tax. 

Deductions  under  paragraph  (3)  of  subdivisions  (a)  and  (z)  of  section  403, 
revenue  act  of  1918 — Article  56,  Regulations  No.  37,  amended. 

Article  56  of  Regulations  No.  37  (revised  January,  1921)  is  hereby 
amended  to  read  as  follows : 

ART.  56.  Conditional  bequests. — Where  the  bequest,  legacy,  devise,  or 
gift  is  dependent  upon  the  performance  of  some  act,  or  the  happening  of 
some  event,  in  order  to  become  effective,  it  is  necessary  that  the  perform- 
ance of  the  act  or  the  occurrence  of  the  event  shall  have  taken  place 
before  the  deduction  can  be  allowed.  Where  the  legatee,  devisee,  donee, 
or  trustee  is  empowered  to  divert  the  property  or  fund,  in  whole  or  in 
part,  to  a  use  or  purpose  which  would  have  rendered  it,  to  the  extent 
that  it  is  subject  to  such  power,  not  deductible  had  it  been  directly  so 
bequeathed,  devised,  or  given  by  the  decedent,  deduction  will  be  limited  to 
that  portion,  if  any,  of  the  property  or  fund  which  is  exempt  from  an 
exercise  of  such  power. 

Patterson,  Teele  &  Dennis  announce  the  opening  of  a  branch  office 
at  1319  F.  street,  N.W.,  Washington,  D.  C.,  under  the  management  of 
Frank  Lowson,  John  W.  Dawson  and  Robert  Kemp  Slaughter  as  resident 
partners. 

W.  P.  Hilton  &  Company  announce  that  their  Chicago  office,  in  Harris 
Trust  building,  will  be  conducted  by  Hilton,  Mahon  &  Knowles,  a  partner- 
ship consisting  of  W.  P.  Hilton,  George  Mahon,  D.  E.  Knowles  and 
B.  F.  Dvorak. 


Barrow,  Wade,  Guthrie  &  Co.  announce  the  opening  of  offices  in  the 
Callahan  Bank  building,  Dayton,  Ohio. 
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EDITED  BY  H.  A.  FINNEY 

BONUSES  AND  TAXES 
Editor,  Students'  Department: 

SIR:  I  read  with  interest  the  article  in  the  January  number  by  Mr 
Van  Oss  on  the  computation  of  commissions  and  federal  taxes.  The 
subject  is  again  of  special  interest,  for  accountants  will  soon  be  engaged 
in  ascertaining  for  their  clients  the  result  of  the  year's  operations  and  in 
preparing  the  income-tax  returns  based  on  such  profits. 

Some  of  your  readers  may  not  find  it  very  easy  to  follow  Mr.  Van  Oss' 
elegant  analysis  and  still  less  easy  to  apply  it  to  their  particular  problems. 
I  therefore  venture  to  bring  to  their  attention  two  other  methods,  one 
algebraical  and  the  other  purely  arithmetical,  which  will  give  them  the 
desired  result,  whatever  may  be  the  conditions  of  the  problem.  To  solve 
the  problem  by  algebra,  it  is  necessary  to  construct  equations  for  the  com- 
mission and  for  the  tax  which  satisfy  the  conditions  given.  Then,  by 
solving  the  equations  by  the  ordinary  rules  of  algebra,  we  obtain  the 
solution  at  once.  Naturally  no  general  rule  can  be  stated  for  these  equa- 
tions except  where  both  the  commission  and  the  tax  can  be  stated  as  a 
definite  fraction  of  the  profits.  An  example  worked  out  is  perhaps  the 
best  means  of  explaining  the  matter.  We  will  therefore  take  problem  IV 
by  Mr.  Van  Oss,  which  is  repeated  here  for  convenience. 

PROBLEM 

Commission  is  payable  on  profits  after  income  tax  has  been  deducted. 
The  commission  is  payable  on  a  sliding  scale  as  follows: 
20  per  cent,  on  first  $5,000.00  =  $1,000.00 
15     "       "       "   next   5,000.00=      750.00 
10     "       "       "       "     5,000.00=      500.00 
7y2"       "       "       "     3,000.00=      225.00 
5     "       "       "       "     3,000.00=      150.00 

Total  on  $21,000.00  =  $2,625.00 

2  per  cent,  on  remainder. 

The  commission  is  to  be  deducted  from  gross  income  to  obtain  taxable 
income. 

Given  invested  capital  $100,000.00 

Income  before  deducting  taxes  and  commission  . .         70,000.00 
Required  the  amount  of  tax  and  commission. 

We  first  make  three  preliminary  computations  to  save  labor  in  con- 
structing the  equations. 

PRELIMINARY    COMPUTATIONS 

(1)  Compute  commission  without  deducting  tax: 

Gross  income  $70,000.00 

Less  tax — unknown   . 


Income  subject  to  commission  $70,000.00 

Commission  on  first  $21,000.00   $2,625.00 

Commission  on  remaining  $49,000.00  at  2%   980.00 


Total  commission — preliminary   $3,605.00 


(2)  Excess-profits  credit: 

8%  on  invested  capital :  $100,000.00 $8,000.00 

Exemption    „ 3,000.00 


Total  excess-profits  credit $11,000.00 
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(3)  Excess-profits  tax  in  first  bracket: 

20%  of  invested  capital  $20,000.00 

Less  excess-profits  credit   (above)    11,000.00 


Balance  taxable  at  20%  $  9,000.00 


Excess-profits  tax  thereon    $  1,800.00 

The  first  computation  gives  us  the  commission  which  would  be  payable 
supposing  there  were  no  taxes  payable.  It  is  clear  that  the  real  com- 
mission will  be  less  than  this.  It  is  also  evident  that  the  commission  will 
be  less  than  the  income  taxed  in  the  second  bracket. 

We  can  now  proceed  to  establish  expressions  for  the  tax  and  commission 
and  to  solve  the  equations  thus  obtained. 

ALGEBRAIC  SOLUTION 

Let  c  =  the  commission 

Let  t  =  the  tax 

Then  the  income  subject  to  commissions  is  $70,000  —  t 

The  commission  thereon  will  be: 

c  =  $2,625+  ($70,000  — t  — $21,000)  X  .02 
c  =  $2,625  +  $980  —  .02t 
whence : 

c  +  .02 1  =  $3,605  (1) 

The  income  subject  to  tax  is  $70,000  — c 
The  excess-profits  tax  thereon  will  be: 

Excess-profits  tax  =   $1,800  +  ($70,000  —  c  —  $20,000)   X  .4 

=  $21,800  —  .4c  (2) 

and  the  income  tax  thereon  will  be: 

Income  tax  =  [$70,000  —  c  —  ($23,800  —  .4c)]   X  .1 

=  $4,620  —  .06c   (3) 

and  the  total  tax  =  t  =  sum  of  (2)  and  (3) 
hence        t  =  $26,420  —  .46  c 

and  t  +  .46  c  =  $26,420  (4) 

We  have  thus  two  simultaneous  equations  in  c  and  t. 
From  (1)  we  have: 

c  =  $3,605  —  .02 1 (5) 

Then  to  find  t,  substitute  this  value  of  c  in  (4) 
t  +  .46  ($3,605  —  .02 1)  =  $26,420 
$24,761.70 

whence  t  = =  $24,991.62  (6) 

.9908> 

To  find  c  we  substitute  this  value  of  t  in  (5) 
c  =  $3,605—  (.02  X  $24,991.62) 

c  =  $3,105.17  (7) 

Hence  the  commission  is  $3,105.17 
and  the  tax  is  $24,991.62 

But  algebraical  methods  haye  their  limitations  in  the  hands,  at  any  rate, 
of  the  busy  accountant.  He  is  often  called  upon  to  make  a  hasty  com- 
putation to  give  to  the  officers  of  the  company,  and  when  the  figures  are 
obtained  they  may  perhaps  be  used  as  a  basis  for  changing  the  rate  of 
commissions,  requiring  a  fresh  computation.  Perhaps  the  accountant, 
working  away  from  his  office  and  without  access  to  a  professional  library, 
may  feel  somewhat  uncertain  in  his  recollection  of  the  method  of  attacking 
the  problem  by  algebra,  and  complications  in  the  rate  of  commissions  may 
make  the  expressions  for  c  and  t  rather  troublesome.  So  it  may  be  useful 
to  remind  the  reader  that  these  problems  may  be  worked  out  by  the 
method  of  approximation,  using  merely  arithmetic. 

To  work  our  problem  by  this  method  we  compute  the  tax,  first  deduct- 
ing from  the  profits  the  commission  obtained  by  our  preliminary  compu- 

464 


Students'  Department 


tation.  This  gives  a  first  approximation  to  the  tax.  Using  this  tax  as  a 
deduction  from  profits,  we  obtain  a  first  approximation  to  the  commission. 
We  now  compute  the  tax  again,  using  as  the  amount  of  commission  to 
be  deducted  from  profits  the  value  obtained  on  the  first  approximation. 
This  gives  a  second  approximation  to  the  tax.  With  the  second  approxi- 
mate tax  we  again  compute  the  commission  and  thereby  obtain  a  second 
approximate  commission.  This  process  is  repeated  until  the  values  of 
tax  and  commission  repeat.  The  final  values  then  obtained  are  the  values 
sought.  As  a  rule,  about  four  approximations  give  us  the  answer.  This 
may  appear  a  somewhat  clumsy  method  as  compared  with  the  solution 
of  an  equation  which  gives  the  desired  result  at  once.  But  it  has  the 
advantage  that  almost  any  one  can  work  it  without  difficulty  and  while 
there  seems  to  be  a  lot  of  "figuring"  yet  the  quantities  are  all  easily 
written  down  at  sight.  It  is  only  necessary  to  be  neat  and  orderly  in 
the  setting  out  of  the  work,  and  of  course  all  accountants  are  accustomed 
to  the  preparation  of  tabular  statements.  The  accountant  who  has  a 
problem  of  this  kind  should  make  the  preliminary  computations  as  already 
described  and  set  out  the  items  in  the  calculation  as  shown  in  the  following 
example  and  work  out  the  first  approximation.  The  work  can  then  be 
continued  by  an  assistant,  who  should  obtain  the  answer  in  a  few  minutes. 
The  following  table  shows  the  working  out  by  this  method  of  the 
problem  already  solved: 

COMPUTATION  OF  TAX  AND  COMMISSION 
METHOD  OF  APPROXIMATION 

APPROXI  M  ATIONS 

COMPUTE  TAX  1st           2nd             3rd             4th 

1  Gross  income  $70,000.00  $70,000.00  $70,000.00  $70,000.00 

2  Less  commission  3,605.00      3,109.77      3,105.21      3,105.17 

3  Income  subject  to  tax 66,395.00    66,890.23    66,894.79    66,894.83 

Excess-profits  tax: 

4  Tax  in  first  bracket— 20%  . . .       1,800.00      1,800.00      1,800.00      1,800.00 

5  Income  in  second  bracket  ....     46,395.00    46,890.23    46,894.79    46,894.83 

6  Tax  in  second  bracket— 40%.     18,558.00     18,756.09     18,757.92     18,757.92 

7  Total  excess-profits  tax  = 

(4)    +    (6)    20,358.00    20,556.09    20,557.92    20,557.93 

Income  tax : 

8  Income-tax  credit  =  Item  (7) 

+  2,000  22,358.00    22,556.09    22,557.92    22,557.93 

9  Income  taxable  44,037.00    44,334.14    44,336.87    44,336.99 

10  Income  tax  thereon— 10%   . . .      4,403.70      4,433.41      4,433.69      4,433.69 

11  Total  tax  =  sum  of  (7) +  (10)    $24,761.70  $24,989.50  $24,991.61  $24,991.62 

COMPUTE  COMMISSION 

12  Gross  income  $70,000.00  $70,000.00  $70,000.00  $70,000.00 

13  Less   tax    24,761.70    24,989.50  24,991.61  24,991.61 

14  Income  subject  to  commission    45,238.30    45,010.50  45,008.39  45,008.39 

15  Commission  on  first  $21,000.00      2,625.00      2,625.00  2,625.00  2,625.00 

16  Commission  on  balance  at  2%         484.77         480.21  480.17  480.17 

17  Total  commission  =  sum  of 

(15)  +  (16)   $  3,109.77  $  3,105.21  $  3,105.17  $  3,105.17 

It  will^  be  seen  that  in  the  fourth  calculation,  the  value  $3,105.17  for 
the  commission  repeats  the  value  obtained  in  the  third  calculation.  Hence 
the  work  stops  here  and  we  have  the  result: 

Tax  =  $24,991.62 

Commission  =  $  3,105.17 
and  the  fourth  calculation  also  gives  the  proof. 
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It  is  interesting  to  note  that  an  error  in  one  of  the  approximations 
does  not  throw  out  the  final  result.  It  means  only  that  the  calculation 
will  have  to  be  carried  further  with  a  corresponding  increase  in  the  work. 
It  is  evident  that  the  conditions  of  this  problem  will  vary  in  every  case. 
The  following  is  one  a  little  more  complicated  than  the  preceding: 

A  corporation  with  an  invested  capital  of  $200,000.00  made  earnings 
in  1920  of  $100,000.00,  from  which  are  to  be  deducted  a  loss  on  foreign 
business,  $12,000.00,  and  a  loss  on  realization  of  securities,  $5,000.00,  together 
with  a  commission  at  10%  to  Mr.  A,  the  superintendent  of  production, 
and  5%  to  Mr.  B,  the  president.  It  was  agreed  that  before  computing 
A's  commission,  that  of  B  should  be  deducted  from  the  profits,  and  vice 
versa.  After  the  first  calculation  was  made,  A  claimed  that  it  was  not 
fair  to  charge  him  with  any  portion  of  the  loss  on  foreign  trade  or  on 
the  realization  of  securities,  as  he  had  nothing  to  do  with  them,  and  B, 
while  admitting  that  he  should  share  in  the  loss  on  foreign  trade,  demurred 
to  sharing  any  of  the  loss  on  the  securities.  These  claims  were  allowed 
and  the  tax  and  commissions  ordered  to  be  recomputed  accordingly. 

To  solve  this  by  algebra  we  require  an  expression  for  each  of  the 
commissions.  Having  solved  these  we  can  compute  the  tax.  Preliminary 
computations  give: 

A's  commission,  disregarding  tax  and  B's  commission. . . .     $10,000.00 

B's  commission,  similarly  4,400.00 

Excess-profits  credit    19,000.00 

Excess-profits  tax  in  first  bracket   4,200.00 

Let  a  =  A's  commission  and  b  =  B's  commission. 

Then  the  total  tax  will  be  expressed  by  $27,360  —  .46  a  —  .46  b 

and  we  have 

a  =  $7,264  +  .046  a  —  .054  b 
b  =  $3,032  —  .0272  a  +  .023  b 

Whence  by  solving: 

a  =  $7,450.24  =  A's  commission 
b  =  $2,897.49  =  B's  commission 
and  tax  =  $22,600.04 

The  above  solution  is  stated  in  brief  to  save  space,  but  the  reader  will 
no  doubt  be  able  to  write  it  out  in  full  after  following  the  solution  of 
the  previous  problem. 

To  solve  this  problem  by  the  method  of  approximation  we  have  to  go 
to  five  approximations  before  the  results  repeat  to  the  cent.  Four  approxi- 
mations will  give  us  an  answer  to  within  $1.00,  which  would  often  be 
sufficiently  near. 

We  give  the  calculation  of  the  first  two  approximations  in  full  and  the 
results  of  the  other  approximations.  The  reader  can  easily  work  them 
out  in  full. 

SOLUTION  BY  APPROXIMATIONS 
COMPUTE  TAX 

1  Gross  income  

2  Less  loss  on  foreign  trade  

3  loss  on  securities    

A's  commission   

5  B's    commission    

6  Income  subject  to  tax  

Excess-profits  tax: 

7  Tax  in  first  bracket— 20%    

8  Income  in  second  bracket    

9  Tax  in  second  bracket— 40%    

10  Total  excess-profits  tax:  sum  of  (7)   +  (9).. 

Income  tax : 

11  Income-tax  credit:  item   (10)   +  $2,000  

12  Income  taxable :    (6)   —   (11)    
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APPROXIMATIONS 

1st  2nd 

$100,000.00    $100,000.00 
12,000.00        12,000.00 
5,000.00 
10,000.00 


4,400.00 
68,600.00 


5,000.00 
7,486.40 
2,988.88 
72,524.72 


4,200.00  4.200.00 

28,600.00  32,-VJk7-2 

11,440.00  13,009.89 

15,640.00  17,209.89 

17,640.00  19,209.89 

50,960.00  53,314.83 
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13  Income  tax  thereon :  10%   5,096.00         5,331.48 

14  Total  tax :  sum  of  (10)   +   (13)   $20,736.00      $22,541.37 

COMPUTE  A'S   COMMISSION 

15  Gross  income  $100,000.00    $100,000.00 

16  Less  tax   20,736.00        22,541.37 

17  "      B's  commission   4,400.00         2,988.88 

18  Income  subject  to  A's  commission  74,864.00        74,469.75 

19  A'  commission:  10%  of  item  (18)    $  7,486.40      $  7,446.98 

COMPUTE  B'S  COMMISSION: 

20  Gross  income   $100,000.00    $100,000.00 

21  Less  loss  on  foreign  trade 12,000.00        12,000.00 

22  "    tax 20,736.00        22,541.37 

23  "    A's  commission  7,486.40          7,446.98 

24  Income  subject  to  B's  commission 59,777.60        58,011.65 

25  B's  commission :  5%  of  item  (24)   $  2,988.88      $  2,905.82 

Continuing  the  approximations  in  the  same  way  we  get  the  following 
results : 

A's  B's 

Tax       Commission  Commission 

First  approximation $20,736.00      $7,486.40      $2,988.88 

Second  approximation    22,541.37        7,446.98        2,905.82 

Third  approximation 22,597.71        7,449.65        2,897.63 

Fourth  approximation 22,600.15        7,450.22        2,897.48 

Fifth  approximation   22,600.06        7,450.25        2,897.48 

The  values  given  by  the  fifth  approximation  may  therefore  be  taken 
as  correct,  Yours  truly, 

CHARLES  JUDSON. 
ANOTHER  TAX  PROBLEM 
Editor,  Students'  Department: 

SIR:  I  have  the  honor  of  submitting  to  you  this  hypothetical  problem 
and  solution,  which  may  be  of  interest  to  your  readers.  In  making  a  sale 
resulting  in  a  profit  which  comes  under  the  high  rates  of  surtaxes,  it  is 
often  necessary  to  predetermine  with  some  degree  of  accuracy  the  net 
gain  resulting  from  the  transaction. 

PROPOSITION 

A  sells  his  business  which  cost  him  $100,000.00  for  the  sum  of 
$200,000.00  plus  the  amount  which  he  is  required  to  pay  the  government 
as  federal  income  tax.  This  is  his  only  source  of  income  and  he  has  a 
$2,000.00  personal  exemption.  Find  A's  personal  tax  and  the  amount  he 
received  for  his  business. 

SOLUTION 

Let  x  =  A's  personal  tax 

Then  $100,000.00  +  x  =  A's  income 

The  rates  for  the  normal  tax  are  4%  on  $4,000.00  above  the  $2,000.00 
exemption,  and  8%  on  the  remainder. 

Therefore  the  normal  tax  =   (.04   X   $4,000)    +  .08   [($100,000.00  + 
x)  —  $6,000] 

Before  computing  the  surtax  it  is  necessary  to  decide  in  which  bracket 
the  maximum  surtax  will  fall.  A  test  under  the  assumption  that  the  total 
income  was  between  $100,000.00  and  $150,000.00  discloses  the  fact  that 
the  correct  income  is  in  excess  of  $150,000.00.  Referring  to  the  surtax 
table,  we  find  that  the  surtax  on  $150,000.00  income  is  $49,510.00. 
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The  income  in  excess  of  $150,000.00  is  the  total  income  minus  $150,000.00, 
or  ($100,000.00  +  x)  —  $150,000.00.  Simplified,  this  may  be  expressed  as 
(x  —  $50,000.00).  The  rate  in  this  bracket  is  56%.  Therefore  the  tax 
in  this  bracket  is  .56  (x  —  $50,000.00). 

Now  the  total  tax  is  the  sum  of  the  normal  tax  and  surtax,  which  may 
be  expressed  as  follows: 

x=    (.04   X   $4,000.00)    +  .08   [($100,000.00   +   x)   —  $0,000.00]    + 

$49,510  +  .56  (x  — $50,000.00) 

x  =  $160.00  +  $7,520.00  +  .08  x  +  $49,510.00  +  .56  x  —  $28,000.00 
x  =  .64x  +  $29,190.00 
.36  x  =  $29,190.00 

x  =  $81,083.33  the  total  tax 

x  +  $100,000.00  =  $181,083.33  the  total  income. 

MAY  INSTITUTE  EXAMINATION  PROBLEM  3,  PART  II 
Editor,  Students'  Department: 

SIR:  The  August  JOURNAL  contains  the  solution  of  an  Institute  prob- 
lem, which  appears  to  me  to  offer  possibilities  of  discussion  rarely  found 
in  accounting  problems.  The  problem  (No.  3  of  the  May,  1921,  exam- 
ination in  accounting  theory  and  practice,  part  II)  deals  with  the  change 
of  a  partnership  into  a  corporation  and  asks  for  a  scheme  of  capital 
stock  distribution  between  the  partners. 

The  partners'  accounts  after  the  adjustments  called  for  in  the  first 
part  of  the  problem  are  as  follows: 

A  B 

Balances,  per  trial  balance $223,500.00  $  75,000.00 

Write-up  in  individual  stock  holdings.         12,400.00  11,000.00 

Write-up  in  firm's  stock  holdings 7,997.00  6,543.00 

Profits  for  the  year   16,500.00  13,500.00 

Dividends  received  for  personal  accounts          2,000.00  1,636.00 


Total    $262,397.00        $107,679.00 


The  essence  of  the  problem  appears  to  be  to  duplicate  as  nearly  as 
possible  in  the  corporation  to  be  formed,  the  rights  and  powers  accruing 
to  the  two  partners  under  the  partnership  arrangement.  The  most  im- 
portant features  of  the  partnership  agreement  as  set  forth  in  the  problem 
seem  to  be: 

(1)  Six  per  cent,  interest  is  allowed  on  capital  accounts.     Included 
in  these  capital  accounts  are  the  payments  represented  by  the  securities 
turned  in. 

(2)  The  dividends  and  profits  from  securities  turned  in  accrue  to 
the   partners    individually.      (The    dividends    for    the    past   year    were 
$2,000.00  on  A's  stock  and  $1,636.00  on  B's  stock.) 

(3)  Profits  and  losses  (after  deduction  of  interest  on  capital  invest- 
ments) are  shared  in  the  ratio  of  55  to  A  and  45  to  B.     (Such  profits 
for  the  year  just  ended  were  $30,000.00.) 

(4)  The  control  of  the  business  is  evidently  vested  equally  in  A  and  B. 
The  solution  given  in  the  August  JOURNAL  does  not  meet  these  require- 
ments since 

(1)  It  does  not  have  a  definite  provision  for  a  six  per  cent,  return  on 
capital  investments. 

(2)  It   would   probably   be   impossible   to   secure   a   corporate   charter 
permitting  the  return  to  individuals  of  "any  income  or  profit  from  individual 
stock-holdings  turned  in."  * 

*Note  by  editor  of  Students'  Department.  It  was,  of  course,  the  intention  in  the 
original  solution  to  give  the  preferred  stock  a  definite  rate  based  on  the  earnings  from 
the  stock  in  prior  years.  The  fact  that  the  rate  would  be  definitely  fixed  was  not  stated 
because  of  the  obvious  necessity  that  it  be  definite. 
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(3)  Profits  are  divided  in  the  ratios  required  only  through  the  artificial 
and  unsatisfactory  method  of  salary  adjustments.    No  method  is  set  forth 
for  sharing  losses. 

(4)  No  provision  is  included  by  which  the  control  of  the  business  is 
shared  equally  by  A  and  B. 

In  order  to  obtain  as  nearly  as  possible  the  features  required  in  the 
corporation,  it  would  probably  be  advisable  to  secure  a  charter  from  some 
such  state  as  Delaware,  where  there  is  very  little  restriction  as  to  classes 
of  stock  or  their  respective  powers  and  rights.  It  is  believed  that  the  form 
of  organization  suggested  below  would  be  permitted  under  the  laws  of 
Delaware. 

Preferred  stock: 

A— $262,400  first  preferred— 6.75%  cumulative  not- voting. 
B— $107,700  second  preferred— 7.5%  cumulative  not-voting. 

Stock  without  par  value: 

A — 1,350  shares  class  A  voting 

300  shares  class  B  non-voting 
B— 1,350  shares  class  A  voting 

The  preferred  stocks,  as  will  be  seen,  represent  the  capital  investments 
of  the  partners  as  adjusted  and  rounded  off  to  do  away  with  fractional 
shares.  The  rate  of  return  on  A's  stock  is  the  sum  of  6%  on  his  capital 
investment  and  .75%  (approximately)  gained  by  dividing  the  dividends 
of  $2,000.00  by  $262,400.00.  Likewise,  the  rate  on  B's  stock  is  the  sum 
of  6%  on  his  capital  investment  and  1.5%  (approximately),  derived  by 
dividing  the  dividends  of  $1,636.00  by  $107,700.00.  We  have'  information 
.as  to  only  one  year's  dividends,  but  inasmuch  as  they  are  extremely  low 
in  comparison  with  the  appraised  value  of  the  securities,  it  has  been 
assumed  that  they  represent  a  conservative  estimate  of  the  future  divi- 
dends to  be  expected. 

It  will  be  noted  that  the  total  issue  of  stock  without  par  value  is 
3,000  shares.  The  amount  of  $300,000.00,  to  be  set  up  as  representing 
the  value  of  these  shares,  is  derived  through  capitalizing  the  earnings  of 
.$30,000.00  at  10%.  While  the  exact  amount  of  the  stock  is  not  significant, 
it  should  bear  some  relationship  to  probable  future  earnings.  To  this  end 
the  earnings  of  the  past  year  have  been  considered  as  fairly  representative. 

Further  provisions  should  be  incorporated  in  both  classes  of  preferred 
stock.  They  should  be  preferred  as  to  assets  to  their  par  value  (plus 
unpaid  dividends)  but  should  not  share  in  profits  above  the  fixed  dividend 
rate  or  in  assets  above  par  value  plus  unpaid  dividends.  In  the  event 
of  liquidation  where  the  total  net  amount  realized  is  less  than  the  total 
par  value  of  the  preferred  stocks  plus  unpaid  dividends,  the  difference 
should  be  apportioned  between  the  two  classes  of  preferred  stock  in  the 
ratios  of  55  and  45.  The  two  classes  of  stock  without  par  value  should 
be  equal  in  all  respects  with  the  exception  of  voting  rights. 

Applying  our  essential  features  to  the  above  scheme  of  capital  stock 
^distribution,  we  find — 

(1)  The   capital  accounts   and  the  provision   for  6%   interest  thereon 
have  been  reproduced  in  the  preferred  stocks. 

(2)  The  appreciation  to  date  on  the  securities  has  been  realized  since 
they  are  used  to  pay  for  stock  at  their  appraised  value.     No  estimate  of 
future  increase  or  decrease  in  value  or  profits  or  losses  has  been  incor- 
porated, but  the  rate  of  return  on  the  preferred  stocks  has  been  increased 
to  include  the  element  of  the  dividends  on  the  securities. 

(3)  Of  the  stock  without  par  value  A  has  received  55%  and  B  has 
received  45%.     Therefore,  any  amounts  realized    (after  dividends  on  the 
preferred  stock)  are  shared  in  the  ratios  of  55  and  45.     Naturally  losses 
or  undistributed  profits  of  a  corporation  are  not  realized  until  liquidation. 
Upon   liquidation  any  profits   over   original  tangible   investment  resulting 
are   shared   by   the   two   classes   of   stock   without   par   value,    since   the 

.preferred  stock  is  not  entitled  to  any  profits  on  distribution.     If  the  par 
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value  of  the  preferred  stock  (plus  unpaid  dividends)  is  not  realized  on 
liquidation,  the  loss  involved  is  shared  in  the  55  and  45  ratio. 

(4)  A  and  B  have  equal  control  in  the  business  since  they  have  each 
received  the  same  amount  of  voting  stock. 

The  main  objections  which  I  can  see  to  the  solution  as  presented 
above  are: 

(1)  Stocks  of  the  same  general  class  with  different  rates  of  dividends, 
preferences  and  powers  would  sell  in  the  market  at  different  prices.    This 
objection  would  not  be  significant  if  it  was  the  intention  of  the  partners 
merely  to  change  the  form  of  the  ownership  of  their  business.     It  would 
be  very  real,  however,  if  it  was  their  intention  to  sell  their  stock  or  to 
admit  other  interests. 

(2)  The    fractional    rates   of    dividends    on   the    preferred    stock    are 
unusual  and  might  affect  its  salability. 

(3)  If  the  total  loss  on  liquidation  was  so  great  as  to  wipe  out  all  of 
B's  preferred  stock,  there  would  apparently  be  no  method  by  which  he 
could  be  assessed  to  make  up  the  difference  due  A. 

To  show  better  the  working  out  of  the  scheme  I  am  giving  three 
examples : 

EXAMPLE  I 
Conditions:     Net  profits  for  year  $60,000.00. 

Dividends  as  required  paid  on  preferred  stock  and  $10  a  share  on 

the  stock  without  par  value. 
Business  liquidated  thereafter  for  $400,000.00  net. 
Dividends  received:  A  B  Total 

Preferred   stock    $  17,712.00    $    8,077.50    $  25,789.50 

Stock  without  par  value 16,500.00        13,500.00        30,000.00 


Total   $  34,212.00  $  21,577.50  $  55,789.50 

Amount  received  on  liquidation: 

A  B  Total 

Preferred   stock    $262,400.00  $107,700.00  $370,100.00 

Stock  without  par  value 16,445.00  13,455.00  29,900.00 


Total $278,845.00    $121,155.00    $400,000.00 


EXAMPLE  II 
Conditions:    Business  liquidated  for  $300,000.00. 

No  accrued  dividends  unpaid  on  preferred  stock. 
Amount  received  on  liquidation:  * 


Total 


Preferred  stock  $262,400.00    $107,700.00    $370,100.00 


Loss   distributed 


38,555.00        31,545.00        70,100.00 


Net  amount  realized $223,845.00    $  76,155.00    $300,000.00 


EXAMPLE  III 
Conditions:    Business  liquidated  for  $100,000.00. 

One  year's  dividends  on  preferred  stock  unpaid. 
Amount  received  on  liquidation:  *  D 

Preferred   stock    $262,400.00    $107,700.00 

Dividends  accrued   17,712.00          8,077.50 


Total 

$370,100.00 
25,789.50 


Total    $280,112.00 

Loss  distributed   180,112.00 


$115,777.50    $395,88950 
115,777.50      295,889.50 


Net  amount  realized   $100,000.00 


$100,000.00 
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It  will  be  noted  that  example  I  illustrates  the  manner  in  which  profits 
are  shared  and  the  distribution  of  assets  when  an  amount  in  excess  of 
the  par  value  of  the  preferred  stock  is  realized.  Example  II  demonstrates 
the  sharing  of  losses  on  liquidation  where  the  net  amount  realized  is  less 
than  the  par  value  of  the  preferred  stock,  but  where  45%  of  the  total 
loss  is  not  so  great  as  to  wipe  out  B's  preferred  stock.  Example  III 
illustrates  the  case  in  which  B's  total  preferred  stock  is  not  sufficient  to 
absorb  45%  of  the  deficiency  upon  realization  and  illustrates  a  weak  point 
in  the  solution  to  which  reference  has  been  made  above. 

Yours  very  truly, 
Detroit,  Michigan.  KENNETH  D.  Ross. 

The  Students'  Department  will  welcome  further  discussion  of  this 
interesting  problem  and  will  publish  criticisms  of  the  original  solution  or 
of  the  solution  suggested  by  Mr.  Ross. 

The  editor  is  not  yet  convinced  of  the  advisability  of  abandoning  the 
salary  method  of  effecting  a  differential  in  the  distribution  of  profits 
between  A  and  B.  Under  the  partnership  organization  each  partner 
received  a  first  distribution  of  profits  in  the  form  of  interest  on  capital, 
and  a  second  distribution  in  the  arbitrary  ratio  of  55%  to  A  and  45% 
to  B.  The  first  distribution  is  intended  as  a  return  for  the  use  of  capital 
contributed  and  the  second  as  a  return  for  services.  The  fact  that  A 
received  55%  and  B  45%  indicates  that  A's  services  are  more  valuable 
than  B's.  In  the  partnership  organization  if  A  were  to  attempt  to  sell  his 
interest  to  a  third  party  the  new  partner  would  not  have  a  right  to  55% 
of  the  profits  after  allowing  interest  unless  B  considered  that  his  ability 
was  equal  to  A's  and  was  willing  to  allow  the  new  man  the  same 
differential. 

In  changing  over  to  the  corporate  form,  the  salary  method  of  providing 
for  the  differential  leaves  the  matter  on  the  basis  of  personal  service  and 
subject  to  revision  in  case  A  sells  his  stock.  If  the  suggestion  made  by 
Mr.  Ross  is  adopted,  the  differential  becomes  inherent  in  the  stock  so  that 
B  might  find  himself  obliged  to  give  a  preponderating  proportion  of  the 
profits  to  some  man  who  purchased  A's  stock  but  was  utterly  incompetent 
to  take  A's  place  so  far  as  personal  service  to  the  business  is  concerned. 

The  editor  is  also  doubtful  of  the  advisability  of  accepting  the  following 
proposal  in  Mr.  Ross's  letter:  "In  the  event  of  liquidation  where  the 
total  net  amount  realized  is  less  than  the  total  par  value  of  the  preferred 
stocks  plus  unpaid  dividends,  the  difference  should  be  apportioned  between 
the  two  classes  of  preferred  stock  in  the  ratios  of  55  and  45."  In  the 
first  place  it  is  doubtful  whether  preferred  stock  could  legally  share  in 
profits  in  one  ratio  while  sharing  in  losses  in  another  ratio;  and  in  the 
second  place  it  is  doubtful  whether  A  and  B  would  want  losses  on 
realization  to  be  shared  in  any  other  than  the  capital  ratio.  The  provision 
for  a  55  and  45  ratio  was  clearly  intended  to  apply  to  operating  profits 
in  excess  of  6%  on  the  investments.  While  it  is  true  that  under  the 
partnership  form  the  inclusion  of  this  provision  in  the  articles  would 
bind  the  partners  to  share  losses  on  realization  in  this  ratio  it  is  probable 
that  the  partners  would  be  surprised  to  find  that  this  is  the  case.  While 
they  might  be  willing  to  share  operating  profits  in  an  arbitrary  ratio, 
it  is  probable  that  in  case  of  impairment  of  capital  they  would  expect 
to  bear  the  loss  of  capital  in  the  capital  ratio. 
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PRINCIPLES  OF  GOVERNMENT  ACCOUNTING  AND  REPORT- 
ING, by  FRANCIS  OAKEY.  D.  Appleton  &  Company,  New  York.  561  pp. 

In  the  third  volume  of  its  series  on  principles  of  administration,  the 
Institute  for  Government  Research  presents  a  study  of  state  and  municipal 
government  accounting  and  reporting  written  by  Francis  Oakey,  C.P.A., 
chief  consulting  accountant  to  that  institute.  The  author's  qualifications 
as  stated  in  a  preface  by  W.  F.  Willoughby,  director  of  the  Institute  for 
Government  Research,  amply  warrant  the  conclusion  that  his  work  must 
take  rank  as  a  standard  text  on  government  accounting. 

Forty-four  states  have  adopted  budget  systems,  so-called,  but  it  is  not 
at  all  complimentary  to  American  civic  financial  sense  to  find  that  only 
the  accounting  and  reporting  systems  of  six  states  and  seven  cities  are 
considered  worthy  of  commendation.  The  statements  of  even  these,  which 
have  gone  farthest  in  the  direction  of  conforming  to  modern  accounting 
principles  of  financial  administration,  are  criticized  as  falling  short  of 
what  they  should  be.  The  conclusion,  then,  is  that  most  of  the  budget 
laws  are  mere  sops  thrown  to  satisfy  the  enlightened  public  demand  for 
information  and  responsibility.  There  is  much  work  to  be  done  if  their 
purpose  of  enforcing  economy  in  the  administration  of  public  funds  is 
to  be  accomplished. 

The  keynote  of  Mr.  Oakey*s  book  may  be  stated  as  "information." 
The  usual  method  of  writing  a  text  on  accounting  is  to  start  with  the 
usual  accounts  to  be  found  in  representative  ledgers,  tell  how  to  keep 
them,  and  in  the  final  chapters  explain  what  information  they  should 
convey.  Mr.  Oakey  reverses  the  process.  He  first  determines  what  infor- 
mation the  different  departments  of  government  should  have  in  order  to 
function  properly  and  efficiently;  then  he  gives  forms  and  accounts  which 
will  most  readily  convey  that  information.  The  information  must  be  exact, 
clear  and  intelligent.  A  state  auditor's  report  covering  322  pages,  giving 
a  complete  list  of  items  paid  and  the  names  of  the  payees,  may  be  exact, 
but  it  is  neither  clear  nor  does  it  convey  any  intelligent  information  to  the 
reader — if  it  is  ever  read. 

It  is  difficult,  if  not  impossible,  to  cover  in  the  narrow  compass  of  a 
review  all  the  admirable  features  of  Mr.  Oakey's  work.  It  is  packed  with 
solid  meat  from  cover  to  cover.  Suffice  it  to  say  it  is  a  careful  study  of 
how  state  and  municipal  accounts  should  be  kept  and  how  and  in  what 
form  reports  should  be  made  on  governmental  financial  affairs.  Illustrations 
from  existing  forms  are  given  and  criticized  for  shortcomings,  and  if  the 
criticisms  do  sometimes  appear  meticulous  it  is  to  be  remembered  that  like 
all  other  operations  of  government  the  accounting  procedure  tends  to  become 
fixed  and  inflexible  from  the  start,  particularly  if  inadvisedly  prescribed 
in  detail  by  law.  So  when  the  attempt  is  made  to  set  up  a  standard  and 
uniform  system  for  government  accounting,  the  more  nearly  perfect  it  can 
be  made  at  the  outset  the  better. 

In  view  of  the  important  service  every  public  accountant  can  and 
should  render  in  his  local  city  or  town  by  advocating  and  supporting 
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correct  and   scientific   methods   in   government   accounting,   it   is   not  too 
much  to  say  that  this  book  should  have  a  wide  circulation  in  the  profession. 

W.  H.  LAWTON. 

PRINCIPLES  OF  COSTING,  by  A.  CATHLES.    Gee  6-  Company,  Lon- 
don.   64  pp. 

The  second  volume  of  The  Accountant  Students'  Library  published  by 
Gee  &  Company  sets  forth  briefly  and  compactly  the  fundamental  prin- 
ciples to  be  followed  in  cost  accounting.  With  these  thoroughly  understood 
a  student  should  have  little  trouble  in  applying  them  to  any  manufacturing 
concern,  provided  there  is  or  can  be  a  proper  organization  installed.  As 
the  writer  well  says,  "No  system  of  costing  will  prove  successful  if  the 
organization  of  the  factory  is  bad."  Hence  a  good  part  of  the  book  is 
devoted  to  description  of  a  model  organization. 

An  interesting  statement  by  the  author  is  that  the  manufacturers  of 
Great  Britain  are  even  worse  than  their  American  cousins  in  the  amazing 
number  who  have  no  adequate  system  for  determining  their  costs.  This 
is  not  very  complimentary  to  the  profession  in  Great  Britain,  though  the 
author  seems  to  throw  the  blame  on  the  manufacturer  when  he  says, 
«*  *  *  the  American  manufacturer,  being  less  conservative  than  his 
brother  on  this  side  of  the  Atlantic,  has  been  quicker  to  adopt  and  install 
a  cost  system  in  his  factories."  With  due  acknowledgment  of  the  com- 
pliment to  the  American  manufacturer,  nevertheless,  in  spite  of  its  com- 
parative youth,  public  accountancy  in  America  may  justly  claim  a  large 
share  in  bringing  about  this  happy  result.  To  be  sure  there  is  vast  room 
for  improvement,  as  the  federal  trade  commission  has  pointed  out,  but 
public  accountants  are  preaching  the  gospel  of  cost  accounting  in  season 
and  out,  and  there  is  even  a  national  association  devoted  to  that  branch 
of  accounting.  W.  H.  LAWTON. 

THE  HIGH  COST  OF  STRIKES,  by  MARSHALL  OLDS.    G.  Putnam's 

Sons.   286pp. 

in  these  days  when  so  much  is  said  of  the  necessity  of  determining 
the  cost  of  things,  whether  they  be  manufactured  products,  national 
administration  or  living,  a  peculiar  interest  attaches  to  the  cost  of  indus- 
trial unrest.  There  has  been  a  great  deal  of  literature  on  the  subject  of 
strikes  and  their  effect  upon  the  life  of  the  nation,  but  there  has  not  been 
a  sufficiency  of  evidence  to  indicate  what  disturbances,  such  as  strikes, 
walk-outs,  etc.,  actually  cost  the  people  of  the  land. 

In  a  series  of  articles  appearing  in  the  New  York  Tribune  and  in 
Leslie's  Weekly,  Marshall  Olds  has  discussed  with  an  admirable  impar- 
tiality some  of  the  things  which  make  for  the  retarding  of  prosperity. 
His  text  is  the  strike,  and,  as  is  to  be  expected,  he  deals  more  with  strikes 
and  their  effects  than  with  any  other  element  of  the  present  unrest. 
It  is  possible  that  he  attributes  too  large  a  percentage  of  the  unhappy 
conditions  which  exist  to  the  epidemic  of  strikes  which  followed  the  sign- 
ing of  the  armistice.  Certain  it  is,  however,  that  his  facts  appear  incon- 
trovertible. It  is  appalling  to  learn  that  during  1919  sixty  per  cent,  of 
the  strikes  caused  a  primary  loss  of  one  hundred  and  thirty- four  million 
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working  days  and  a  secondary  loss  of  twice  as  much.  It  is  astonishing 
to  learn  that  only  thirty  per  cent,  of  the  strikes  of  1919  were  caused  by 
a  demand  for  increased  wages,  according  to  the  strikers'  own  claims. 
On  the  other  hand  most  of  us  learn  with  equanimity  that  practically  all 
the  strikes  which  were  classified  as  victories  did  not  bring  benefit  to  the 
strikers — if  we  accept  the  strike  leaders,  who  usually  profit  either  way. 

Mr.  Olds  appears  to  be  in  a  position  to  speak  without  prejudice  for, 
as  he  says  himself :  "The  author  has  been  a  laborer — on  a  farm,  as  assist- 
ant in  a  railroad  repair  shop,  as  dock  walloper,  as  working  boss  of  a  gang 
and  as  an  assistant  machinist.  Except  for  hiring  his  own  stenographer 
and  occasionally  an  assistant,  he  has  never  been  an  employer." 

We  like  Mr.  Olds'  book.  It  will  do  good  to  those  who  read  it,  even 
those  who  are  quite  sound  in  their  political  economics.  The  pity  of  it 
is  that  it  will  not  be  read  by  the  millions  of  workmen  who  are  misled 
into  the  belief  that  the  labor  union  and  all  it  does  is  for  the  benefit  of  the 
working  man.  We  should  describe  The  High  Cost  of  Strikes  as  a  text- 
book worthy  of  careful  consideration  by  every  student  or  practitioner 
of  cost  accounting  in  its  broadest  sense.  A.  P.  R. 


Michigan   Association   of   Certified   Public   Accountants 
At  a  meeting  of  the  Michigan  Association  of  Certified  Public  Account- 
ants the  following  officers  were  elected  for  the  ensuing  year:     Fred  W. 
Morton,  president;  C.  N.  Bullock,  vice-president;  T.  H.  Evans,  secretary; 
P.  A.  Kerr,  treasurer. 

Ohio  Society  of  Certified  Public  Accountants 

A  meeting  of  the  Ohio  Society  of  Certified  Public  Accountants  was 
held  at  the  Ohio  state  university  October  8,  1921.  The  following  officers 
were  elected  for  the  ensuing  year:  W.  A.  Coy,  president;  Louis  G. 
Battelle,  vice-president ;  W.  E.  Langdon,  secretary  and  treasurer ;  directors : 
H.  A.  Keller,  W.  D.  Wall,  Ernest  A.  Roden  and  C.  A.  Gano. 

The  following  papers  were  read:  Auditing  Income-tax  Reports  by 
the  Internal  Revenue  Department,  by  R.  F.  Bishop;  Appraisals  in  Relation 
to  Accounting,  by  Lyle  H.  Olson;  Moot  Questions  on  Balance-sheet  and 
Profit-and-Loss  Statements,  by  Louis  G.  Battelle  and  Predetermined  Costs 
for  Selling  Purposes,  by  Edwin  William  Breyer. 


Otho  G.  Cartwright  and  Robert  G.  Sparrow  announce  the  consolidation 
of  their  practices  under  the  firm  name  of  Cartwright  &  Sparrow,  with 
offices  at  31  Nassau  street,  New  York. 


W.  L.  Elkins  and  George  T.  Durham  announce  the  formation  of  a 
partnership  under  the  firm  name  of  Elkins  &  Durham,  with  offices  in  the 
Times-Dispatch  building,  Richmond,  Virginia. 


Charles  G.  Harris  &  Co.  announce  the  removal  of  their  offices  to  the 
Inter- Sou  them  building,  Louisville,  Kentucky. 
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Standard  Cost   System   for  Motor   Trucks.     New   York,    Commercial 
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BANKS  AND  BANKING,  FEDERAL  RESERVE  BANKS 

Auditing 

Oakey,  Francis.  Auditing  Federal  Reserve  Banks.  JOURNAL  OF  ACCOUNT- 
ANCY, Nov.,  1921,  p.  334-41. 

BISCUITS  AND  CRACKERS 
Cost  Accounting 

Moran,  Donald.  Process  Costs  for  Biscuit  Manufacturers.  COST  ACCOUNT- 
ANT, Oct.,  1921,  p.  78-80. 

BOILERS 
Cost  Accounting 

American  Boiler  Manufacturers'  Association.  Report  of  Cost  Committee. 
French  Lick  Springs,  Indiana,  May  31  to  June  2,  1920.  11  p. 
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National  Association  of  Brass  Manufacturers.  Cost  Accounting  for  Brass 
Manufacturers;  final  report  on  the  preparation  of  a  uniform  cost 
accounting  system.  39  p. 
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National  Association  of  Building  Owners  and  Managers.  Condensed  Re- 
port of  the  Committee  on  Accounting  and  Exchange.  Chicago,  August 
12,  1921.  4  p. 

CANNING  AND  PRESERVING 
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National  Canners'  Association.  Standard  Classification  of  Accounts; 
revised  January,  1920.  Washington,  D.  C,  National  Canners'  Asso- 
ciation, 1920.  80 p.  (Special  Bulletin  No.  3.) 

CAR  WHEELS 
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Association  of  Manufacturers  of  Chilled  Car  Wheels.  Uniform  Cost 
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COFFEE 
Cost  Accounting 
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of  Research. 

COLD  STORAGE 
Cost  Accounting 

American  Warehousemen's  Association.  Standardization  of  Basis  for 
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sion, publication  and  distribution  authorized  by  general  committee  of 
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Cost  Accounting 
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